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PREFACE 


Tha pTibHeherB make no apcdogy for patting a new hand- 
book cm economics into the matkat. They feel that the book 
contams eoitain speotal featn^es that will be of valne to 
students preparing for the B-A. and B. Com. degrees. 

Thera ore two ways of writing o handbook — the first is 
to run through the subject aystematicalty so that one reading 
the book from the first page Co the lost may get a thorough 
grasp of the subject — and the socoud is to discuss every 
possible question in the form of answers that students in the 
degree oIrssos may bo oxpoctcd to write. 

This book combines the best in both the methods. The 
eubjoot is treated- eystematicaUy from the fundameotalB up 
to tbs most important problems, and, at the earoo time ovovy 
disouesion is in the form of answers to questions. The ques- 
tions have mostly boon taken from those actually set iu the 
B.A. and B. Com. papers during the last twenty years or so, 
and the publishers give the assurance that so important 
qnestion has been omitted. 

The pubUshers also want to point out that a critical 
tone has boon maiotainod all throaghont the book. Most 
esamisees do not xeslise that oxaminers discount answers 
which merely describe sometbing uncritically or ennmerate 
what araijiaUed ‘points.’ An idaal answer should give an 
idea of 'the eubjeot under disoussion. leading the esaminet 
to realise that the student has understood' the subject, and 
it shond always he criticsl Jn the method of approach. 
Ona gwbfi ■Mgu'cnaTit rn wavya ssiwya oTOte, ttiari 

half-a-dozen 'points’ that merely stuff the answer with 
unnecessary matariaU. 
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ESSENTIALS OF 


GENERAL ECONOMICS 

CHAPTER 1 

Scope and Definition of Economics 

Q. 1. Indicate tlie scope of Economi'cR and esamine tbe 
relgtioa between econouucs »nd tke science of PoUtios and. 
Ethics. ( B. Oon-, 1931. ) 

Q. What Is the eahjeot-matter of Eeonomica ? Sow 
Is Economics related to Politics, Ethics and Soeiologr? 

■J Q. ‘'Sconomlea is a stady otbnslnese In its social aspect". 
Explain and illnstcate tbie etatement. ( B- Com., 1941 ). 

It is always difficnlfc to defino oxaotly the scope and ' 
sabject-matter of any science. A science always grows and 
Early view ™ process ot ita growth its soope tends 
to be wider. For a long time in the pest 
Economics was regarded jnst as a branch of the stndy of 
political and ethical philosophy and the restricted meaning 
that was attached to it was manifest ra the distinction made 
between ‘private’ economy and ‘politioal’ economy. lEha 
appearance of Adam^Smith’a *We8^h ot Nations* in 1776 and 
the changed structnxe ot produoSve organisation brought 
abont by the Indnatrial Bevolntion garo the first impafcns to 
the deTelopcoenfc of EoonqioiMM an independent sciancB. 
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ITrom tha time ot Aflam Smith down to that of Alfred 

Jlatfttal! the seienee ot EconomiCa was regarded es r seieece 

ot boman welfare studied from the atscd* 

( E eonomie B— po\ot of materiel wealth A rapreseatatlve 

flxpiessiob to the preTsihog idea was given 
b; Uarsh&U when he said) “ Ecacomics is a 
study of mankipd in the ordibaty bnssinesa of life, it 


oonditiOBs of material welfare o( the impIicatlODB of bueisess 
'rOlatioDS that exut and grow oreryday in society 

In the bands of Mueball and his followers, EoOBomies 
thQB became a social ecienceof business', a soianea studying 
‘business in ita eooial aspect’ Since the lodnstrial Herola- 
tiOD, social relations had been growiog eomplsT and tbs 
explanation of tbo worbmg of (his complioatei mechanism, 
came to be lecogaised as tbe object o! Economics 

fiaceatly howeror, I nopel Bobbi ng and others have 
been trying to develop Bconomics into r pare’ ecienoe not 
piaetical m itselt 11111 supplying tools of 
Robbins tnaies rational tbmbng for application to practi- 
pnre science pblusies Ecodooiibs thus is e^Bdually 

hetug shaped into a scientiho study of tbe 
causal connoetiona linking oar motnea and oar beliavtouTt m 
respect of tbe 'affctnntenf and K 3 $ of the regaisites of 

inatetu.! well being 

Out problems thus becoma moro difficult Our ends are 
many hnb onr means to attain them are licmted Economics 
has aqcordiog to ftobbins, tbe obiact of etudylng human 
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hBlin,v5onr telatiou to the attamps to adjnst onr Hcfiree 
meana to the aUernativo oncfs that wo Lave to attaiu. 

We have ewpbssieed above the ‘aocial' naSare of the 
scionoo of Efionomjfls. 'We eaa perhaps ooncoire of a oae- 
CDBB society or of whet we may csU a 
Siia°™ieoca*' ''^rasoo-Beonomy", bat it fs evident that 
prohlems in eooh a society wQuld. he very 
mnch different from prc^ems in onr society. Bconomiog, as 
we conceive it, is essentially a stady of social relations. 

Bat there are othw sciences also etadying variooB aepects 
of eoQtal relations. Political Science, foe emoplo, stncIleB 
hnm&o relations arising from comioon 
nele.'Son with aetnhorsbip of a State, t.e- relations arising 
ana SooWogy* ®» » snbjoot, (i altiaen, 

a rotor, a taz.payor, or as one capable of 
^dininistericg the State. Ethics stndiee the moral relations 
beliwasQ one man and another. Sociology is the broad name 
-we apply to the soience that stadies comprehonstvoly the 
growth and darelopment of sooioty and the relations hetweon 
4ifforont parts of sooioty. 

Eeononjics tiins is in a sense a bcaaoh of Sociology and 
.is also intimntely rolntod to Polities and Ethics. Hnman 
society is really a whole, and not a mote 
SoGteby is a aggregate of different aspects — and conse- 
r^nireTegre-*^^ quently, economic, political and ethical ' 
gale of parts considerations jointly rule eoois! life. A 
prtrtionlar policy jnetifisble from pnrafy 
eoonomio ODUsideratioae may have to be abandoned on 
acconnt of politiotil difficnitios. Trading in opinca may be 
very mnofa gustiffed from the purely eoonomic standpoint, 
•bnt ethical considerations may be appealed to for putting 
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a stop to thia trade EeoDomiea la thti* intimately bonnd np 
With Politics and Eth cs and we have to recognise the troth 
of the statement that the Science of Economics is chiefly 
Taloable as a handmaid of Ethics and a servant of Politics 
Q 2 Explain eaiefully the limitations on the scope of 
Economies 

To understand otearty the extent of the scope of 
Economics it is beat to xememeer the limits of the science 
First we have to emphasise the fact that 
aoom”»l« “ complelc philosophy 

leiencs ef sooietyW soetety 8oc al relations that oonstantly 
arise aronnd ns are subject of stndy net only 
of Economics hat of other scieBces like Politics sod fitbica 
as well and in maay cases economic considerations baro to 
be snberdinated to political and ethical considerations 

Steondly, it has to be remembered carefully that 
Economics is mainly coneemed with answenog the ^nestton 
What IS ? and not with the question 
SroS™ " °°* qoeslion 

oannot bo answered by Economies alone , 
ethical and political consideratiooB have to be taken into 
account when we have to decide whether wo should impose 
a new tax protect an lodnstry. prohibit the sale of wme or 
enter into a trade agreement with another country 

Thirdly we hare to note that the science ol Economics 
arplflinj the present straetore of society, bat does not 
necessarily the present or any other 

society We seeL the truth in everything 
and we do not certainly stand as a defender 
of any particular system 
we have to remomber that the laws of 


Eeonomics does 
not justily any 

Bysteui 

And lastly 
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QcoQOCDic9 are Tery often of partial application only on 
account of some iniiereut imperfections in 
Se°by^otbe't5oal methods of reaching our oonclneiotis. 

Hnnjan motives and tho objective condi- 
tions round about us are of such variety that it is impossible 
to roach a hundred pec cent accurate conclusion in Economics 
or to make a forecast about ^hat is going to happen in 
fntnre, Tbess limits of Economics have to be kopt in 
mind in order that ere mav reidtse the precise scope of the 
science rre ate studying- 

Q. 3. Discuss the practical utlity of studying Dcenomlcs. 
(£. A.,19$i.) 

Q. "From the point of view of society's interest it is 
very deeirahle that husinessmen should study Economies.'' 
Blnoidato this statement. ( B- Com., 1943 . } 

Though we havo to emphasize strongly tho limits of 
Economics, we should not minimise its importance. Sooitd 
relations today are eo complex that we 
Isolation of eao* ghnll not bo able to comprehend them 
ncmio aspects of ' 

eosisl piobloms ^o do not isolate economic aspecte of 
these relatione for eaporate study. Bach 
isolation enables us to think clearly and understand fully 
the consplexity of social relations. The problems arising 
from productive organisation, the problems regarding the 
proper allocation of resonrees among different uses, tho 
problems of vnloation and of distribntion of wealth offer 
ns ffelds for making important contributions. 

Besides, a very important science of 'applied economics’ 


Management of 
Oartenoy. 
Banking, Poblio 
• SnancE and 
‘foreign trade 


is rapidly growing np. Every people have 
to manage tbw cnirency, their money- 
market, tbrir finances and tbeir trade 
with other cotmtris. All this necessitates 
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pructicil knowledge and a tboroagh training in Economics 
u essential for aeq.airing tbe ability for running tbie com 
plicated mecbaDism 

Bobbins points cut that tb« importance o! Economic 
Science lies in that it enables ns to obooss rationally between 
^ different attematires e often aim 

RaUctuleboice aimnltaneonaly at cnda that aramatuatly 
ilttrnfctit#* incompatible —we want for example that 
oar locooies ahoald rise aod that at tbe 
same time prices sbontd tall Economicg teaches as that 
these ends are mntnally eontradictcry— one cannot be bad 
il the other has also to be seemed Economies says 
Bobbins Frondes a techniqae of rational action and 
makes it possible to act consistently in choosing one ends 
and out means for attatning them 

Q i Discuss the claims of Economics to be regarded 
as a ffeienee [ B A 1033 > 

J A. science is a syaCemstio study of obseried facts with 
a Tiew to estsbl shing general conclusions which m their 
^ ^ turn can be applied for attaining pncticsl 

Science^ sen'e that Ehysics 

Chemistry Mathematics or Botany can 
be regarded as sciences In Physics we study matter and 
try to diacorer certain general laws regarding matter 
We follow the same proce«5 when we study plants or the 
relations between numbers 

The firet easential ol a ac ence is that there mast exist 
a 6006 aegree ol homogeneity in the iihenomeoa stadiea 
ao that gonotal oonclasions nay be po-sihle Besiaes (or 
the alndy oi every qnentitativo scienee it is nete-sary to 
have a nnilotm stahaaid rf mea.mement The phyt.tiat 
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bus a etanSard of measatoment for each category he atndies, 
namely, distaneo, time, freight, pressare. work etc. 

It has oftea bees argaed that Ecoaomics oaanot properly 
ho called a Ecicooe bccavse there ia no homogeneity in homan 
moKyea and behaTionr. lb is pointed oat 
Can Efionomies that no two men era iodsatical in mental 
be anlled a , , , . , 

Science t macs-np and that tho impnlEes and 

motires that cet one man in action may 
fail to do so in the case of another. Besides, it is argned 
that OUT life to-day is a compliooted mass of known faetorB 
nod nnknown factors and that it is impoesibio to find oat 
anivotsal troths or laws of cansatioo oot of this jig-saw. 

We can, howeyer, point oat that in spite of tho wide 
yarietiSB of indiridnal motires and activities, there are 
certain common tendencies yisiblo in CTory 
Common _ mind. Had it not been so, it wonld not 

tendsDoiee possible to develop the science 

of Psychology. Tho common psyohologloal 
propansities of men lead them to nniform or nearly 
uniform behaviour nnd tbeso aarvo as the bsso3 upon which 
wo build up our science of Beonomics, The elementary 
fact that the consomption of £ large qnaatity of any article 
would diminish the desire for that article ia based on a 
common psyohological trait of the human mind, and this 
elementary fnot, tinder tho name of the law of diminishing 
utility, is one of the basic ptinoiplea cf Economics. 

Instances can ba msltiplied end it can be shown that the 
law of demand, the concept of oonsumer’a surplus, the laws 
regarding snbstitntion and preferences — all depend on certain 
universally discernible psycholi^ical uniformities, and these 
uniformities give Bconcasics the cdiaracter of a Science. 
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We require also a measunng rod aod here we know 
moDBy’ eetyeB ns fairly well Money has a namber of 
im?erfections as a oeasnnng ro3 bat 
Money— a yet «re can have a serviceable standard 

jneaBonng rod ^ , i 

of measurement and of comparison u 

we try to gaOBe the strength of human ffotivea and desn^ 
by the amonofc of money received or paid 


Economies thus has all the cbaracteruliea of a science 
sod like other AOCBcej it proceeds towards 
Indsct ve and its ccnelasioos hy the indnctive method 
mstkods^* and develops itself farther by the dedoc 

tire method 


6 


I 6 There Is act any one laethod which can yrepetly 
he ealled the method of EcoBoales bat every method mast 
be asade setytceable is its proper piece Sxplala ( B Corn , 
19S3 B A 2$3i ) 


<7 Erlng oat carefaily the advantages and disadvsa 
tagea ®f the Tarlcaj methods for tbs study of EcoaomlcB 
{B A 2m) 


The etndy of a scieaee involves first, the establishmeat 
of general conclasions and secondly the application of theca 
general Conclnsions to particular cases 
&3«nce* ® »«iairing ferther knowledge 

Tor the first parpens the only method 
available is to observe carelollf the facts to be studied 
If It IB impossible to observe all the facts 
iwtboV* ^ sufficient number have got to be con 

sidered ETom these observations it 
will be poestbie to discover certain uniformities and these 
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will servo ns hypoilieits or proristotial cooelcsions. Then 
these have to he verifiei by forthor obsorvetion and 
ezptrimtnt, and when the verification 
Sethod^^ has been successfal wa can establish the 

law. Thie mothod is the only metliod 
of cjyiohinH the basic lawa ol science and is known as the 
/iw-'xcfjfs method. The other method — that of proceeding 
to partionlar eases from general propositions — is known as 
the Deductive method. 

In GcoDomics both of these methods are absolutely 
esaonlial — Ipdaetivc method for establishing baai o 
co pclosion s like the law of dimtniahin g 
Indoctlon and ntility. the la w of diminiehintf retnrn s. the 
^daation in la w'oT tbe^crowth of popplatifm the kw 
of the relation between mopey and nrices . 
etc.,— aod the dednetive method for boilding pp the exten* 
eiro ramifications of cbo eelcnco into the field of demand or 
valae or distribution. The laws of value are nothing but 
dedactiona from the general propositions we establish 
regarding utility on the one sido and the retnrns to effort 
on the other. No science can do without both of these 
methods and Economics is no exception to the general 

Earlier Economists, howovnr, often began at tbo wrong 
ond by making the dednetive method their basic method. 

A dednetive approach requires soma already 
Earlier Econo- known general principle and this tbo 
mists and tbe , „ 

Dednetive method earlier Economists ( e. g. Adam Smith, and 
even i^cardo ) obtained by making certain 


assumptions uhont human nature. Prom these assumptions 
conclusions were drawn by the methods of deduction, and 
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il may be easily realised tbat these BcoDomisls ofteo moTed 
Tcry far away from reality 

The first approach towards a ecieiitifie study of Ecouormcs 
was made by the ‘Historical School' of Germany The 
historical method is practically the Indoc* 
method minua lU logical refinements 
At the present day ws find that there is 
practically no dispnte aboot the metbodology of Economics 
We attach importaoce to both the ludnetire as well as the 
dednctire methods aod we give to each its proper place in 
oQr atndies 


Q 6 Ccttmeul ou the loUewiug— ‘ CteaeBifft laws ate 
essentially hypothetical ” ( S >1 , 1931 ) 

Q Examine the statement that the laws of Seonoales 
HUi to he eompated with the laws of tides lathw than with 
simple and exact law of gravitation" (B A , 1926 ) 


The term law 


Every science has got to establish certain laws of cansal 
connection between the different phenomena it studies 
These laws are not laws in the sense m 
which the word is used when we speah of 
moral laws or of the civil or criminal laws The term Taw’ 
when applied to a science means a stateoient of a cansal 
connection between one tfaios and another It is in this 
sense that the law ol gravitation the law of inertia and 
the law of diminishing utility are scientific laws 

A law can be established onlv when (a) a snfficient 
number of cases have been ob’erved, (6) 


lis^ogVlaw a proTisional conclosioa drawn, and (c) the 
conclnsiCQ verified by experiment An 
economic law shonld involve all these three processes m 
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order to s-ttaio tlie aceoniBy ol a lew o£ Maltecoafcics or 
Physics. Bnt it te apparent; that while 
*"■ •" “■ 
hypoth^es, it is not possible for ns to 
carry out controlled espeiimente lor vorifying onrprOTisional 
oonclnsions. The Economist has no Inhoratoty where he 
can Tcprodoce nadec ccmtiolied conditions 
The^ecanoroist the phenomona ho wents to study. Ho 
observstien'alona to depend only on observation 

and coDsoQOOotly his coDcInsloss are liable 
to be vitiated by the defects inherent in obserration. 

Economia laws, being dopandent raninly on observatioD, 
are thus rendered essentially bypotbelical by tbe possibility 
that our observation may be wrong (maZ* 
Msl-observfttion observattwt* and that ws may miss mrob 
M^Non-obeerva observing ( jjon-observaffoji )• Our 

eonolneions are correct in so far as they 
depend on factore that can be seen and comprehended •, 
they are liable to be Incorroot In ao far ae they depend on 
'hidden’ {aotorsi factors that cannot ho readily seen, isolated 
and understood. In this xespset tbe laws 
Lows ot of Economics eau be compared with the 

the laws of tides tides. Tides depend on the, 

s olar nnd luna r attractions and as it i a 
possible to oalenlato thesft it seems to be possi ble to foreca st 
when a Sowtide' will take plac e. Bnt tides also depend 
upon the eoustantly ohan^ng weather conditions and in 
so far ns this is ao. tho forecast is lilioly to he iuoccarate. 
It was beoonse of this that Marab all said th at tbe laws o f 
Ec onomics shontd bo compared with tbe laws oi the tjd es 
rathetihan the simple and oxaofc la.w of gravitation. 
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The law of dimmisbiog utility and the law of densind, 
for example are fairly naiversal laws , bnt even these are 
, j not hnnaied per cent nniyersal Unman 
lUttsUatioM ^ 

taotives. time, cireomslances eto may 
flactnate and beoce conelnaiona trne nnder one set of 
cirenmstances may not bold good »n another A fall IQ 
puce will generally lead to an increase in demand, but a 
fall in price daring the downward phase of a trade cycle or 
at a time when fashion la showing a awing-off may not be 
aecompanied by a rise to demand We cannot claim nniversal 
validity for the laws of Economics end we have to recognise 
that these laws always retain tbeir hypothetical ebaneter 
Q 7 Explain the meaning «f the tern *17ormaV 
The term ‘normal' in Economics means what la likely 
Qnder a given set of eirenmstanees, and is, therefore an 
adjective from the term 'law' used is tbs 
not™wayV*ri^t expression 'economic law’ Tbeterm 'normal', 
acuon ft shonld be remembered, refers only to the 

probable resnlt of a given can«e and says 
nothing abont the rightness or the wrongness of the resnlt 
A stndy of what fa norma! is a dispassionate study of causes 
and effects 

Q 8 Disenis the infinence of competition on modern 
industry and trade (B Com, 192? ) 

Q Disenss the merlti of competition in the economic 
sphere and indicate some of its incidental defects ( B Com . 
193S ) 

Q "Gcmpetition is neither wholly good not wholly 
had " Amplify (BA, 1926 ) 

^ Q "Competition eecnies for society the elimination from 
iadnstry^f inco^japetent or dishossst entrepienenis and the 
suiyival of thfi" fittest " ( B Coift . 1945 ] 
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One ot the oharnctoriatio feetntcs of the economic system 
of one times is found in nbat is knovrn as competition. By 
competition we mean a system nnder which 
^t^Uon^ is prodotermined by status and 
custom, and everything is determined by 
the free play of the forew of demand and supply. Competi- 
tion is the eoonomio consequence to which the political 
policy of fatsscr fairc is expected to lead, and we find a 
biological conntcr-pait in the strogglo for existence among 
animal organisms leading to the sarvival of the fittest. 

The biological coantor-pact of competition has led to the 
geaorally aooopted idea that competition secures the 
maximum of satisfaction under all eiream* 
Malogy*'^ stances. It is pointed oot that oompetitiou 

makoe the producer efficient and the buyer 
watchful and that ultimately competition leads to a state 
of aSnirs that satisfies everybody. Besides, it is pointed out 
BeaeSts competition implying a negation of 

monopoly is beneficial to the consumer 
as it is able to seoaro low prices for him. A.nd lastly, it may 
bo nrgned that competition has evolved a system of economic 
life where the mutnnl interdepeodenoe of men is very 
marbodly omphoBizod. 

On the other side, however, it may bo pointed ont that 


the struggle' for esislence and the mutnal tussle that 
competition brings in do not always bonafit 
Short comingB goriety. Those who survive the struggle 
are not always those whoso survival is most desirable from 
the standpoint of social welfare ; instead of being these who 
are best able to benefit sooiety, they are very often those who 
ate best able to derive benc^t ^o»» society. The capitalist 
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in hi9 siniggle with the other members o{ society or the 
•employer in his struggle with the employees always creates 
a situation that bsnefita the strong and makes the weak 
Suffer It 13 puerile logic to argue that maximum welfare 
will be obtained when each is trying to minimise other 
Tjeoplo'ft welfare 

Besides eompstition and monopoly are not mutually 
CQutradietory , they are rather antiAetic in the sense that 
though monopoly means the opposite o! 
mMopoly*^^ competition yet monopoly very often is the 
laeritahle coosequence of competition The 
vast comhioations of the trusts and the tyodicates are the 
natural results of uncontrolled competition 
. Moieorer, we find that it is uncoutrolled compctitieu that 
IS responsible for the much dreaded mdostnal Suctuatieus 
Competition in prodoeliOD leads to waste 
Oompetitian and and nudisposable surplus, competition lo 
IndnsWal flao * , ^ T 

taationa trading to rate cuttiug and unremuneratire 

sales and competition in credit expansion 
to mouey market booms 

We find, therefore that on the ono side competition has 
•erolved an economic system that is almost antomatio in its 
operation, a system that works without 
Antotoalis nature regulation in a fairly efficient manner, and 
tiTe''sy*t^*'^ under it the producer la made keen, 

alert and technically efficient On the 
other side much of the btiU of the present day world orot 
production and crises mal diatnbation of wealth moaopoli 
sation m iD'^ustry and the like have been brought about by 
the Same competitire regime 

Oompatition is thus neither wholly good nor wholly bad 
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It it is possible to retain the adrantanes of competition and 
to eliminate its disndventagos, society 
Eeconoiliog would benefit mnch. All the modern trend 
and regnlalion towards control and regnktion, planning, 
arid nltimately socialism, is a reaction 
against free competition. 

Q. 9. What is meant by treadom of enterprise ? Disenss 
the inflncnca of economic freedom on production. 

i S. A, 1924, ) 

The toim ‘oompetition'. it hoe boon pointed out by 
Marshall, toeana a condition where there is no restriotion 
of indiyidual {resdom in so far as this does not bring abont 
any direct iejaxy to others. Bat somehow or other tho 
form 'oompetition' bus homo to gather an oril saraiir round* 
about it, implying that every ouo in the community is at an 
eooQomlo war with everybody else. It is becanee of this 
that Marsbnll aoggests the ose of the term Freedom of 
Indaetry and Enterprise or, more shortly, Economio 
Freedom. 

This Economic Freedom implies freedom of movement 
{rom one place to snotber. froedom of choosing one's own 


Contents of eeo- 
nomio fieedooi 


occnpntion, freedom of deciding one’s own 
articles and methods of consumption, free- 
dom of comtnDing with otbora and freedom 


of carrying on production and trade. la a vrord, economic 


freedom means absence of control wborever control can be 


dispensed with. 

[ For the effects of Economic freedom or competition 
on prodnotion see answer to Q. 8, ] 


Q. 10. Show that ovorybody in cur present economic 
society stands in two relations to other members of society : 
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(a) In a relation of conflleting interest and In a telatioo 
of common interest ( B Com I9il ) 

The scarcity of resoQtcea in oar see sty enhances ths 
keenness of competition Besonrees ate acqnired by some 
at the espensg of others and thla brings m a oonOict oi 
interest throngbont society This conQ ct of interests is 
apparent almost everywhere— la the relations between 
buyers and sellers between employers and employeos, between 
one employer and another between one employee and 
another between landlords and tenants and so on It seems 
that m our society no one can teenre bu own interests except 
st the expense of somebody else 

All this however U more apparent than real ssd to the 
extent these are real they ere doe to the nstote of society 
we live m and net to the essential nature of things A little 
refleetioa shows that there ebonid not be any eonfliet oi 
interest between producers and coneumers becanse produc- 
tion makes consumption posnble and cnnsnmptioa makes 
production profitable This is true about practically 
everything else It is tbe individnalist profit hunting 
motive that makes every relation a conflicting one but id 
spite of this an nnconsoiotis cooperation among all factors 
and ewnets factors is discernible In a society where 
economic planning for the general good is undertaken tbe 
real unity of interest stands emphasized la praferenee to the 
apparent confi ct of interests 



CHAPTER H 

Fuadamental Defiokions 

' Q. 1. Esauine tlte charactetistics of Wealth. Disease 
•whetliBr the foUowing onght to bo regerdea as Wealth : 
{a) fresh air, (b) the copy-right of a hoot, (c) intosieating 
liqaors, (d) dexterity of a mechanic- {B,A.,J9S7.) 

It is asaal to recognise Economies ase Scisnee of Wealtb, 
thoagh Marshall has eenphaaisod that the msin sebjeot- 
isattet oC Eccuomics consists in human activities in tespeot 
of earning and spending wealth. In any case wealth 
lemains the central objective of nil ecosotnic pntenlts and 
the Eoonomist has to begin hit abndy by attempting a 
precise definition of ‘Wealth’. 

We give the name "poods" to all desirable things, t.e. 
to all things capable of satisfying a bomen want, or, in short, 
to all things possessing ‘utility’. Among 
goods there are Eome that are available 
in nnlimited qnanSities and thos their attainment end use 
do not give rise to any social problem. Most goods ate, 
however, soaroo relatively to the demand for them end 

. , wo give the name of “eoonomio goods” to 

Eoonomio goods 

these. These scarce goods can further 
bo divided into goods that are internal to man and banco 
not transferable ( c-g, virtnes and vices ) and goods that are 
external to man. These external goods can either be 
tranaferablo or non-iramferahle. It is to ha remembered 
that non-material goods may also come nuder tbo class of 
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ttleTual gC3od» , ifiUaces Ate {oaad m the cop^-nght cf » 
book tr the gooSwtU ot a bosmess 

■Wealth consjsti ol two clas'ea t(( fiooas (a) goods that 
are nwlenal, txternal, scarce end trans/craiile , and (6) good* 
that are noR'tnatcrtal external, scarce and 
Cla«^>«tion (TaniferaUe Takiag the eoittinea {eetnres 
from these tre get the follovmg charac' 
teciatiea et Wealth , Anjthing malertal ot non-mctenal 
can be regarded as Wealth if it la (Ijeitomal to man, (2) 
limited ID qoantityi * e scarce in relation 
ol*\^*Uh***^* demtnd, (3) traneferable from one person 
to another, s t capable ol being bcnght 
and edd, and (4] ctpabU of eatiafyiog a bntsan mnt 


Applying these etandarda ve can easily find ont vhetbet 
a partieslar tblog la Wealth or not i=Vesh oir U net 
ordinarily ecarce and ii not, therefore, 
fieihab* Wealth II in epecial circumstances, e g 

in an noderground atractare, fresh air Is 
acatee. vt bacomea Wealth The cojqi-nqht cf a hook. 
tbOQgh nan>matenal, eatisfiee all thd charactenatica laid 
down and IS therefore Wealth rn(oztcaltn0 
liquor also eatis&ea all the four characteris* 
t\C5 It may be argued that it alMoll not bo tegarded as 
Wealth on aceonot of its iDjonona nature, bnt it has to be 
remembered that the Economist has to do 
with the /act of want'satisfaction and not 
with the ethics ot want aatiataDtioa Wins may be a barm' 
fal article bit so long as it really satisfies a real want. It 
must be taken to posseaa ntility Tfaa dertenJy of a mechanic 
la nob Wealth because it is neither external not transferable. 


Copyiight 


Wine 
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Q. 2. Which of the foUotriiig 'srtU you call Wealth ? QlTe 
yoar reasons in each case : (a) a gold coin, (b) gold oro in a 
mine, (c) gold in the planet Mata, (d) an autograph of 
Eahindraoath, (o) a healthful climate, (f) esacutiye ability, 
(g) a farm the ewnetshlp of vhieh is under dispute, (h) a 
B.A. diploma obtained by a graduate. ( B. A., 19i2. ) 

Atiytlxing material or non-material can be regarded as 
Wealth if it is (a) oapablo of satisfying a human want. 
(S) Boarcs in relation to demand, (3) eateinal to man, and 
{4) transferable from oue person to another. We can apply 
these teste to the given instances and oasily determine which 
of these oau be isgacdsd ae Wealth. 

(a) A gold coin can satisfy human wants through its 
esohange-valne and can also yield the pleasure of poBSeasion. 
It is also scarce, estsroal and transferable and, thsrsfoie, it 
oau surely be regarded as Wealth. 

(b) Qold oro in an nudiscovored mine is of no use to 
any one. But gold ore in a mine that is being worked satiedcs 
all the oharactoristics of Wealth. Kveo when the gold has 
not actually been mined out, it can be sold on tho basis of 
estimated stocks. Tho other characteristics — namely, soar. 
city, external character and possession of utility — ate also 
clearly present. 

(c) Gold Id ,Uar8 is not available for human use and is 
not transtarablg ftoto one man to another. It cannot be 
Tegaided as Wealth. 

(d) Tngore's antogmy^ gives a high degree of satisfaction 
to coileotors. Supplies of such autographs are not nnlimitod 
and au autograph collected by one con be sold to another. 
It can, therefore, be regarded as Wealth. 
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(e) 4 healthful climile cannot ba transferred from one 
person to another and hence it 19 not Wealth in the sense in 
which we n^e the term in Economica 

(f) Executive ahilil? la a personal qailily and Is there- 
fore internal and non txansferable WeiUh lonst be external 
to man and therefore cxecntive abilitf though legstded by 
some as personal wealth cannot etnctly be called Wealth 

(g^ A farm the ovToersbip of which is nnder dispute 
posses'=es utility and is external and scarce It cannot 
of eonrse, he transferred so long as the dispnte is not settled 
by a conrb bat thu is only a temporary difficulty Beside*, 
ont criterion la not wbe b*r the thing is being transferred 
but whether it is transferable. It is possible therefore to 
regard a farm like this as Wealth 

ABA diploma can ha used only by the person who 
earns it It cannot be transferred so as to confer the degree 
to the new parchsset It 1$ not therefoTe, Wealth One can 
however argue that a B \ diploma la Wealth to the extent 
of the value of the piece of parchment on which it 13 printed 

Q 3 Sxplsin hnefiy the meaning of the terns Tltihty, 
Value and Pnce 

By Etility we mean the power which a commodity has 
got of sstiafying a human want As Economises we do not 
iftcjoite into the deBWBbleiie:,s or undeurableness of & 
commodity we merely rf rt is denred in /act or not 
80 long as a c mmodity » really desired it is taken as 
having Utility however wndesiraWe may be the consumption 
of the article 

The wo'd Value has sometimes been naed to mean Fofue 
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*n-ttse. i e. tbe satisfootioa yielded by ti particolar oommociifcy 
to the petson neine sometimes ognin 

Vstue-in-nse and to Tnean Fttt«c**n-ta:cJiflngc, t. c. the power 
cxcbnngo which a commodity bae got of commcDdiog 

other thingB in oscliftnge. In order to avoid 
ambiguity, wo nso tbo word ’Utility’ to stand for the sense 
conveyed by ’Valuo-in-oso’ and wo nso tho word ‘Yalno’ only 
to mean ‘Yalne-in-esehanso'. 

The Valne-iU'Osobange of a commodity can bo ospteseed 
in terms of any other commodity. Bat if every vslno has to 
be measnrod in terms of every commodity, 
onmoroiia difijcoitics would arise. Wo, 
tboreforoi nsnally mcasore Talue-is'cxcb&ege in terms of a 
oommon donomioatoc, vtr. tsonoy. Volno-in exobosgo 
espresEod in terms of mocoy is called 'Prico*. 

Q. 4. ‘An iuoTcaso ofwealtb is not necessarily syaony- 
moos with an Increase of welfare*. Dlsenss this statooent. 
( D, Cow., 3939. ) 

''^a. Dofino Wealth and dUenss the relation between 
Wealth and welfare. ( B. A., 39S0. ) 

The way lo which Woaltb is defined in works of Econo- 
mics makes it clear that Wealth and welfare, though intimately 
. related, are not exactly synonymous. When 

WeUate**"^ we USB the word ’W'ealtb’ we generolly 
refer to some j>rod«ct of human labour, 
satisfying cortain cbaTaoteristita. The term Veltare’ is 
abstract and stands for the woU-boing that an individual 
or society enjoys. It is. however, apparent that Wealth 
is a means to welfare, because the possession of sona© 


Wealth is the indisponsablo condition of human osistenca 
and beoauaa an addition to Wcaltb above that indisponsable 
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iDiDunani generally increMes freedoo An increase in 
Wealth itJKally bat koI intanoJly means an increeiom 
welfare 

But if Wo want to aabe Wealth a perfect indicator of 
welfare wo fail When wa eT«ah of Wealth we do not 
distingnish between things giTing the 
Wealth— not a desirable kind of flatisfaction and thoso that 

satialattlon ot an nndesjTable tppe , 
bnt this distinction is vital in considering 
the welfare or well being of an individual or a society 
Seocndly Wealth measures eatUtsctioa only m terms of 
market Takes hut tt 's well koown that market Tsloos 
are the rasnUs ot eomo ohjectlve conditions and they bear 
little connectioa with the absolote TKlne of a eomiEDdity or 
with Its capacity to add to well being 

It Is also to be cememhered that the nncratit oi welfare 
that a giTen quantity of Wealth brings may be very largely 
affected by the way \a which the total 
OT*aiBtribntwn^* wealth la dis»tibuted among the \ndiT\dual8 
The inequalities of Wealth reduce economic 
welfare not only because of the fact that the satisfaclion 
of the rich does not compensate for the dissatisfaction of 
the poor but also because a few wealthy persona set np a 
standard ol tastes and fashions which the poor try to emnlate 
onsoccessfally ttios adding to their miseries the pam of 
faikie and disappointment The riches of the rich intensify 
the poTerty of the poor 

Welfare is thns affected by the manner in which Wealth 
la earnei the maanor m which wealth is consumpij the 
manner in which it is distributed and lastly the manner in 
which it IS Yalned While Wealth can usnsUy be expected 
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to imply waltara, any change in the tnanoet of earning, 
distribution, coasumption or Talnation will affoot welfare 
6700 when tho total volnmo of Wealth is cot changed. 

Q.^. Explain the meanios of. and the relation between, 
Prodnction and Oonantoption. ( B. A., 1926, 192i. ) 

Thera hod boon in the past a g«>d deal of discussion 
regarding the meaning of Iho tocm ‘Production’ and the 
distiDctian between prodnetive and nDproduotiva labonr. 

Tho Ucrcantiliets of tho IStb- and ]6th. conturics regarded 
labonr doToted to doreloping export induE* 
tries only as produoitve. The Fhyeioarats, 
who deroloped into sn important sobool 
in Franco in the 18th. century, confined the name 'Froduo* 
tion' to the turning out of agcicalturol prodnotB. as they ro> 
'' garded all other labour as only glyisg 

Phyiioa«f8 changed ebapes and forma to thinga already 

oxistent. Adam Smith improved the 
definition of the term ‘ProdooHoa* by regarding as 
productive any labour yielding some 
Adam Smith niaterial or tangible product. 

Evau this definition was incorn^ete as it would keep 
ont of tlio ecopo of tbo term ‘productive labour’ a large 
number of persons like lawyers, doctors, 
teachers, jndges, ministers, civil eorvants, 
actors, domestic eervacts, etc. At the 
present day, the geueinlly accepted view is that any labour 
or effort that yields utilitios is prodneUve, ‘since the essence 
of Prodnetion is that it leads to satiefac- 
Form, Place and .. l,,... , t l - it. » u 

Time utilities tions or utilities. Jjaheur is thns to be 
regarded as productive whenever Utility 
is created, whothor by giving new /orm to things already 


The hlereantlliet 


PreBEHt-day 



E8SIt‘ITIAL3 OP OBtEBAL ECO’^OinCS 


21 

enstiDg or Ijy transporting a Ibing from one pja« to 
ancther, or by etocking ifc ordr tine Pr«?«c(ian rteanS onV 
eS'eft or labour, etlber «/ Ihe body or of the m%«d, rcsutim? »« 
tait*fvfng tome ioe»al iflonf 

'Consumption' is Iba rercrso pTocesa cl Production 
Frodnetion meaoa addition ol Utility, Consumption inoans 
a process elov or rapid, of elimioatinn cf 
Coneumption— Utility When a commodity ba? been 
{ally eonenmed, it cea'cs to baro “T 
farthet want fatisfjmg power Consump- 
tion thns destroia Utility and creates the neeessitp for 
larther Production 

This explains the relatioo between Froduetioo nnd 
CoDaumptieo Production creates tlt^bty 
Itelstion between and makes C^aumptioa possible , Ooosom* 
C^am^ie*n ^ duttoya UuUty wd mibca PtcdOft’tca 
necessary there is thus a circularity of re- 
lation between the two. one lesding ineritshly to tbe other 
Marshall points out another aspect of this circularity 
in the relation between Prodoction and CoDSuisptioo In 
the early stages o{ hntnan society wsdU gave r^e to 
actiVitiei % e the need lor Consumptiun gare rise to the 
need for Production As cmlisatioa grew, each activity 
came forward to give rise to new wants and thus steps 
towards Production came to cause new demand for CoDSnmp> 
tiod In some cases, Production cemes through scientific 
inventions and then through advertisement campsigiis the 
products are made popular and a want for these is deli- 
berately gececated in the mind of tbs people The picducer 
nowadays often creates tbe want which he seeks to satisfy 



CHAPTER m 

Wants t Consamption 

Q. 1. Sxpisin the aia}n charscteristics of human wants. 

The oharticteristics of homaTi wants are broadly divisibls 
into fifo oategciriea. First, human wants as ti whole ate 
Ot™cl.a.lto, lb. Biota v,'e try to 

ol bnman wants : satisfy onr waots, the more we cspenonce 
(a} Progressive, the growth of new wants. Scwntifi/, human 
wants are rarions in kind and coontless In snmber. Thirdly, 
ih) Yarlone in there are somo wants which can be satisfied 
by ony one ol a number of aUerBative 
oommodUies. The want for a morning bererage can, for 
w Suhsihotahle, satisfied hy tea, or coffee, or cocoa. 

It is possible to find innnmerabla esamples 
of gronps ol articles which cro substitoles for one another. 
Ftyiirthly, there are soroo wants which can bo satisfled only 
by two or more coiaincidities jointly 
consumod, c. g. a motor car cud patrol 
have to be consumed jointly ; bread and 
butter, knife and fork, cop end saucer, pen and ink provide 
csamples of this 'complementarity.' And fastfi/i the most 
important cbaTscloristic of human wants is that, while wants 
as ft whole can never be completely satisfied, 
,c) Satiable each particular want is satiable, provided 
a sufficient quantity of tbo commodity required is available. 
Prom this follows the prcnciplo of satiable wants which is 
given a scieotifie form nnder the name of the Law of 
Diminishing Utility. 
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Q 2. Explain clearly tie dUtlnction between Total 
■UtJlty and Marginal Utility and stow that market value 
coincides with Marginal Utility ( B Com 1037 . B A. 
1930 1925 ) 

The dUtmclIon between Total Utility and Marginal 
Utility IS Inndat&ental m all analysis of Consumtion The 
meaning of the term Total Utility is self endent , it means 
the aggregate amount of the satisfaction obtained from the 
consuuptioa of gtren nnmber of nnits of a yartienlar 
comnodil) The term Marginal Ulifity is need to denote 
the additional Utility obtainable from the eonsntnption of 
an additional nnit of the commodity or what comes prae 
tieally to the same thing the 1ms of Utility that wonid 
result it one nnit less were coosomed Os aceoant of 
the operation of the Law of Diffitnishiog Utility Marginal 
Utility gradnalty gees on decreasing while Total Utility goes 
on increasing at a dtminiabiog rate An example perhaps 


will make the concepts clear 


No of Oranges 

Sat sfaetioo derived 

Total satisfaction 

congemed 

from the last one 

measared in 


measured in money 

money 

1 

4 as 

4 as 

2 

3 as 

7 as 

3 

2 as G p 

9 as 6 p 

4 

3 ss 

Z1 as 6 p 

6 

Z a. Gp 

IS as 

6 

la 

14 as 

Thns the Total Utility increises 

from 4 as to < as and 

then to 9 as 6 p 

this obviODSly is si 

1 increase at a deereas 


mg rate The Marginal Utility la eTidently falling gradually 



■WAsia — cossumpudii 


Tha prios of a cotnioodity nKimately comea to be eijual 
to 6hs ilarginal Utility. Jf the price be higher than the 
Itarginal Utility, it will be nnproStable to' 
Price nlfiosately hoy the last few doses and this cnrtail- 
■Dtility ment of purchase will raise the Marginal 

Utility until it comes to be equal to the 
price. On the other side, if tbo i&irgiaal Utility bo higher 
than the prioe, further purchase will be profitable and hence 
Marginal Utility will fall and nUimately price and Marginal 
Utility would be equal to one another. 


\/^Q. 3 Bsplalu clearly the Law of DlmlnlshiDg Utility, 
esaminlns the supposed exceptions to the law. 

The Law of Diatiuishiog Utility isbosed'on the elemeu* 
tary payohologioal fact that tbe desire for a oommodity 
gradually decHues with every increase in the quautity 
scoured. Tbis low of dimiuiahing desire 
fhe etated more accurately as follows : 

the additional benefit which a person 
derives from a given increase of his stoot of a thing dimi- 
nishes with every increase in tbe stoct that he already has. 

The osareplo wo bavo given in asplaining the distinction 
between Total Utility and MarEinalUtility can be used hero. 

■With every increase in consumption, the 
nrgODcy of tiio want for the commodity 
diminishes and faeooe each additional dose 
brings less satisiaotion than the previous one. As has already 
been shown, it is Marginal Utility that 
Total Utility decossM. while Totol Utility increases at 
a decreasing rate. Tbe law should, there- 
fore, be properiyvoalled the Law of Dimi- 
nishing Marginal Utility. 


decreRsiuB n 



^8 


ESSENTIALS OF OENBEAL ECONOillCS 


It 1* however to bo lomembcred that tbo law cf 
Dirntnishing Utility operates only when consntnablo units 
o{ tho tame commodity arc consumed m 
Conditions for gQcccasion withoai rntting any time 
open-Uon ‘ , 

Interval between the consnmption of one 
unit and of the nest Jadged from this riRtd standpoint 
practically no commodity la found to be an escep'ion to the 
Law of Bimimshing Utility 

There have been Feonorauts who have tried to find oot 
exceptions to tho Law of DitDiniehlng Utility and mneh has 
been made of the jnspphcability of the 
!S‘™. natcotiCB good books cnrtcs 

and to mcney To argae that one can go 
on consuming the stim« drink or the tame narcotic or reading 
the same book orcoUeeting the satre curio incessantly is to 
Ignore facts In (act alt satisfactiOQ UiU if repeated and 
eren the best book in the world will grow dull when the 
moat appieciative^reader is reading it repeatedly withont 
any interval 

The ease of money ispecnliar It is to be noted first 
that money is not one commodity it is a Teprescntativo of 
commodities in general and therefore the 


j of money do not represent tho same thmg 

The Law of Diminishing Utility as we have shovni above 


Is strictly applicable only when one and tho sanxo commodity 
IS be ng repeatedly consumed Even then however there 
IS a special sense in which the Law of Diminishing Utility 
is applicable to money A» we get more and more money we 
try to consume less and le s important commodities "With 
the first few nnits of money a nu.ii woold natmally purchase 
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bis prime neeassities. As lus iaeotoe increases, he pnrobasea 
first comforts and then inxnrios. This means that the first 
few Quits of. money satisfy more orgeot wants than the- 
later doses, or tfaet a rupee oat o( a amall incotns is srorth 
more than a rapes onk of a Sarsa incocr.e- This is only 
anotbor version of tbo Lsw of Dimiaisfaipg Utility and it is 
oo this that we base all ont plea for progressive tasation 
or for e<^ual disbrihatioD of iocone- 

State and expialn the taw of Demand. (Si., 1334.)' 


The Law of Demand follows os n diroeS ootoVlary from- 
the Law of Dimmtsbing Utility. If the coosnmptloa ot a 
large number of doses would reduce tbo ^larglnal Utility 
o( a comisDdity, it is appnient that a large nnmbov. will 
not be purchased nnioss (be priee ie sulQctenily low. On 
the other hand, a small snpply of n commodity 'wonld mean 
A high Marginal Utility aod people wonld be willing to 
purchase only a small nmoant when the price is bigb. 
The Law ot Demand is meretya scientific sbatencDl: of this 
relation between price and demand. We can defioe the 
low in tbo Words of Alfred Rl arsba lt t 
Btatemenr 'JUbe^areafeer the amoont to be sold, the 

^ smaller must bo the price at which it ie 
offered in oro&v- that it may find parebaserfi, or, in other 
words, the onjoant demanded iooreases with a fall in price, 
and diminishes with a rise in price.” 

"Write a note on Demand Schedule. ( S A-, 102G. ) 
By Demand Schedule wo mean a table showing the 
amonnts demanded at different prices. The ptice-figares are- 
gcnerally arranged either in an ascending or In a descend— 
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ing or^er &nd appropnate demand figures are put against 
them A Demand Schedule n-ay be dra'wn 
IndmiJosl find jn respect of an ladiTidcral ccDSOmer or 

Sdi.?"”"* >” ™I«M •! > a"’"* Til. »>.rtel 

demacd achedafe la merely an aggregate 
ot the demand seheSales of aU IndiTidnat ronsnmeTS comiog 
to a particular marhet 

The Demand Schednla being composed ot two rariobles^- 
one depending on the other — tt can ba easily translated 
into a graph with the two axes repreaanting price and 
demaod The toUowiog example will illastrate a Demand 
Schedule 

Pfiee Dtmani for JounlAtn 

16/ ICO 

121 125 

10 loO 

s; 200 

Q 6 Ttie fcllowlBB vroos example waa Kixen 
by a candidate la illuUtation of the Law of Demand 
Price ( rap«j ) Dmoni ( tmile ) 

10 10 


Correct the ahevo table by smtahla changes in the 
amonat ot demand and gm reasons for your answer 

{B A.im ) 

The tn,w of Demand as wo havo shown ahoTS is based 
ca the Law of Dmiinfshing Utility and it therefore, follows 
that with a fall m price eonsomera will find it possible to 
consnma CTen these nnita ot ■whiiidi the hlsrginal Dtdltf Is 
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low. The declina in tha price ropresantcd in the above 
table should be accompanied by an incraasing demand, tbo 
rata ol increase depending on the elasticity of demand. A 
set ol ascending £gares should, theiafore, replace the demand 
hgnrea ct the above table. The following may bo taken as 
a corrected version of tbo table given in the question-paper. 

Price (rupees) iJetnaud (units) 

10 
9 
8 
7 
6 

It ebould, however, be noted that in e>sceptioDal cases the 
demand fox a commodity mny decline oven when the price is 
failing. This will he so, for example, when 
Law c^DeiMod** faehion for r comutodity is reeedlng.and 
alfio, more gonoraily.whea people orpexience 
the falling phase of a trade eyoie, i. e. daring & downward 
movemont of trade and indastry. Besides, a fall in price 
may lead to a fall in demand if r sabstitnte is becoming 
cheaper still or when a complemeatary commodity is show- 
ing a marked rise in price. 

Q, 7. What do yon understand by "Elasticity of 
Demand" ? lUnatrste yonr answer by examples. ( S. A., 
1988. 1036, 1925, 7921. ) 

Q. What is meant by Elasticity of Demand? Explain,, 
vihy the demand for Inxnrios iansually elastic, whilo'^the^^ 
demand for necessaries is inchistic. f B. A., I9i2 ) 

The relation between prica and demand is nsnaliy one 
of inverse variation, provided, of conrsa, the change in 
demand is caused by a change in price. A fall in prica will 


10 

19 

15 
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Increaso detnaBd ati3 a use m p«« tf»U lower it ThO». aey 
change IE price will bnng jnlo operation the flexibility or 
cbangeableness of demand Bot Ibis flexibility will be 
different m different cases a fall JO price will cause a 
material change in the demand foe auap or for chocolates 
bnt a similar and equivalent fall m price will increase very 
little the demand for wheat or nee or mustiid oil or salt 
We distinguish betweso these two cases by holding that 
demand is more elastic m the former case than in the latter 
Blaatieity ol Cemaod thna means the dagteo ot chansv 
in demand caused by a change la price If there is an 
appreciable ebsage to demand as a result of a small change 
in price we say that the elasticity of demand is great. Cf 
Bimply that the demand is elastic On the other band, if 
a amsU change in price einses only a very small change IQ 
demaod we say that the elasticity of demand la small 
or that the demand is loelas'io It la 
Demand elastic almost apparent that demand will ho elastic 
for loxoi ts and . . # . 

ioeU'-tie tor tor articles of luxury and comfort and 

necessaries loelastio for articles of nece«*ity In tbo 

case ot the lottner, a fall in price will 
atimulate consumpticm considerably and a rise in price wiU 
discourage consumption to a great extent Id the case cf 
the latter, neith“r a fall nor a nse in price will have much 
effect on mcreaslog or redociog cocsumptlon 

Certain special cases may ho exammed here If the use 


ot a commodity constitutes a habit people would not be 


Conventional 

necessarioi 


able to give or even to reduce consnmp* 
tion in case of a me in price and hence the 


demand for auch articles (e g opium. 
^Ohjcco ) Will bo often found to he inelastic 
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If an article has many naea (e^. iron, water) its aemand 
IB likely to ha elastic. All its nsas wilt not certainly be of 
the saioa importance, and so conBamption 
^tsrnati'^'usea restricted to the more impor- 

tant nsee when price is high, and consomp- 
tion will be extended to the less important nsas when pries 
18 low. The pcBsont war ia showing ns many osainples of 
xeatriotion of consumption of many commodities Co the more 
important uses. 

If ea article has substitutes the demand is likely to be 
elastic, for there is the likelihood of a ebift of demand away 
from the commodity in case of a rise in 
AttWM haring price, and a ebitt of demand from the 
BOhstitutsa , 

substitutes to the commodity concerned in 
case of a fall in price. 


Q. 3. Oonsidec the effects of Elasticity of Bemand on 
(a) taxation, aad lb monopoly proffts. { i?. A., 188C. ) 

Q. Show the importance of Elasticity of Demand in 
theoretical and practical proMems. { B- A., 1915. ) 

Elasticity of Demand naturally affects the_ price of a 
commodity to the extent the demand is important, and hence 
every theoretical and practical prahlem concornod with price 
ohanges has to take this elastimty into consideration. There 
are innumerable proWems of practical policy in which the 
final decision tests on the degree of actual or anticipated 
change in price, and in ©vory ena of these proper attention 
has to be paid to the EJasfcimty of Demand. 

In taxation, for example, every Government has to find 

3 
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cat how far a partieolar Ux will raiaa pncoa The extent 
of the effect of a tax on pnces js imtxjrtant 
Effects CQ from three itanSpomts— from that of the 

taxation receipta of the GoYernmeot out of the 

taxes that of the ccnaninore aorplns of sathfactioa, and 
that of the aharing of the harden of the tax between the 
eeller and the buyer The last problem of incidenee is one 
of great importance A tax always tends to raise the price 
of the commodity taxed and the mote the inelasticity ol 
the demand the higher will be the nse in price and there, 
fore the greater the eharo of tbo burden borne by the 
consumer Besides a tax may by telMhg the prise affect 
much the surplus s-ittslaction of the consumers sod from 
this standpoint & tax outwardly aoond may have to be 
abandoned LsilJf the demand fcv a ownmndiitp « very 
elastic a tax on U may rednce its eonsumption so 
much that the taxing autbority will fail to raise a large 
revenue 

J The monopolist has also to take Elasticity of Demand into 
consideration in determining the pnce at which be wiH sell 
If the demand la elastic ho will fix a low 
monopoly pneea sell a very largo quantity and thereby 

earn a large total profit though the rate 
of profit per unit is small If the demand is inelastic the 
monopolist will get bis maximum revenue by selling a 
restricted output at a high pnco tf the demand is in 
elastic to one set of coosumers and elastic to another the 
monopolist will find It profitable to practise price-discnmi 
nation charging a high pnce from the former set and a 
low price from the latter 
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Tbo terms of tra^e in intern&tiooal trade also depend 
on Elasti<»ty of Demand. The limits are 
Effects on terms ggj jjy comparative costs, bnt between the 
of JnternatBQBal 

ttafle two limits the actcuil terms or trade depend 

on the 'reciprocal intensity of demand,' i.e. 
on the elasticity of tho demand of each conntry for the other 
eonntry’s goods. 

0 

Q- 9. How would yon meosnte SIasi><dty of Demand 7 

The broad distinotion between groat elastiolty of demand 
and small elasticity has to be giveo proeiebn by adopting 
a standard for tbo measaremeot ot ElaetioUv of Demand. 
MarshaU devised a very simple method of measurement 
that has bean generally accepted by Bconomists. A.ooordiiig 
to Marsbali. Elostieitv ot Demand shanld 
Unit elasticity regarded os unity when the change in 

demand is eaactly inversely proportional to the change in \ 
ptico, or more simply, when, after a change in price, the \ 
product of mnltiplioation of the price and the nmonnfc ( 
demanded remains unchanged. Elasticity-^ 
DerDand ie to be regarded as more than 
unity, f. e. demnnd is to be regarded as 
elastic, when a fall in price leads to an increase in the total 
aaaonnb of money offered by the buyers or when a rise in } 
the prico Icode to decline in this total. 

— and Ieks than 'When this total falls with a fall in price 
or riseB with a rise in price, demand is to 
be tahen as inelastic, i.e. Eiastlmty of Demand is to bo taken 
as less than unity. Tha following example will show 
clearly how this method is actoally used. 
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Price Demand Total 

demand price 

e>^l t e demand 19 elastic 
e-1 t edemand leneither rerymnch 
elastic nor Tsrf mnch inelastic 
e*^l> t e demand is inelastic 

A tongh, measuTement ot daaticit) of Demand can be 
made by dividing the percentage change 
Honsh mca^nie m demand by the percentage change 
'« I>r.M of D.m.oa o.n b, 

changes taken to be more than eqnal tc or less 

than omty aeccrdtog as this quotient is 
greater than eqaal to cr less than nnitp 

10 Write a short note on OoBramera Sarplos. 
(B A 19S6 ) 

Wheoeyer a commodity t« pnccbased acd eonanmed the 
eoBSumers^cares a net gam of aatufaction On the em» 
side the consamption or even the antieipated ooseumption 
o! the commodity gives bio a defioite quantum of satis 
faction on the other side the fact that a price has to be 
paid for the commodity mesos someacQOQnt of dissatisfaction 
(or the amount of money that is foregose 
between «atis represents the foregoing of the consumption 
laotioa gained of a number of other commodities that 
could have been purchased by this amount 
ol money The diBerenco between the 
satisfaction obtained from the consumption of a commodity 
and the Sissatisfaotiou arising trom the payment of price is 
called Consnmer s Burplns 

This Consumers Sarplos is measured by the difference 
between the maximum that a consumer would pay for the 


8/ 10 SO 

7f 12 84/ \ 

6- 14 84/ J 

5/ 16 60 
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commodity rather than go withoat it and tha prica that 
is actnally paid. The former is a measure ot tho Total 
Utility obtained and the latter is natornlly dependent on 
tho Marginal Utility and tbo number of units consnmod. 

Oonsnraer’a Snrplos arises bccansc the supply conditions 
of most commodities nr© snch that consumers bava cot got 
to pay the ajaximum price tfaoy Would bo willing to pay 
rather than go wlthoat the comooodity. We got most of 
one requiYomests at prices cheaper then what thsy are 
worth to as. IJ we get for a pice a lontob box for which 
wo oonld have paid two annas if match boxes bad been 
Bcatce, we are getMag a Contumer’e Surplus the economic 
caeaenre ol wbiah is 7 pice. 

V^. 11, Show how Consnmet’s Sarplns is related to 
IndMlual demand price and market price, and how it 
T&ries with tha Tariation ot either. ( B. A., lOitl. ) 

Consumer's Snsplns is tbe surplus of satisfaction that 
arises because tho consumer hoe not got to pay actually 
as high a price as be would be willing to pay rather than 
go withont tbe commodity wanted. That is to say, the 
market prica of n commodity is generally 
lower than tho price that an indiTidual 
would find hiruEelf willing to pay. Tho 
indiridnal demand price depends on 
the individ'DBl’a estimate of the Utility 
obtainable from tbe cjonsnmption nf tho commodity, while 
tho market price depends on the Marginal Utility of tho 
commodity to all the effective buyers in the market and also 
on tbe conditions governing the supply and cost of Pro- 
duction. The individnai demand price is nsnaliy higher 


Market price is 
generally lower 
than individuBl 
demand price 
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than the msrhet price , tn eo®9 cases, and partienhrly 
Kith regard to the taargina! patchase, the indmdnal 
deiBand price u etinal to the market price la the former 
case, there is a positive Consamet 8 finrplas , m the latter 
case, the Consamer’B Sorpins is nil The individnsl demand 
puce may also he loiver tfiao the Jfargioil UJiJity fcnt ss 
no pnrchaae vrcald be made in that case the question of 
Consnmer‘a Snrplua does not arise 

If the CoDsamer'e Sorpfas depeadsoa theiadividciaf demand 
price and the market price, it mil natcraUy vary mtb vans* 
tioBS in either. The individoal demand price may inereass 
if the commodity comes to be more fashionable, or if neiv 
uses are fonnd for the commodity If the price rnling does 
not mcreue to the lame extent as the individcal demand 
pries, the diSereoce betneen the ttro srill bo greater and 
hence Coosnmer’e Sarpfas mlt inereass Similarly, a fall m 
the individnal demand price resnlting from some unvritling- 
ness to consume the commodity will rednce tbs Consumer’s 
Snrplos On the other baod, it is easy to realise that any 
rise in the market price will rednce the Consnmer’a Sorplas 
and that any fall in it will increase this sarplns 

An increase in the lodindnal demand price or a fall lo 
the market price will increase Consumer’s Sorplas, while 
a decrease m the mdindsal demand price or a rise in the 
market price will reduce tbu snrplas In short, anything 
that increases the difference between the individual demand 
price and the market price increases Consnmsr's Surplus and 
anything that reduces the margm of difference makes the 
surplus Bmaller 
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Q- 12. Show that a coB&umftt closes his pacchase of a 
commodity ae hie Gonsamor’s Snrplos reaches the taaximnm. 

( B. A., 7046. ) 

The demand price ot a ooDsnmor (or a paiticiilar commo- 
dity goes on diminishing until tho demand price for tho 
morgin&i nnit is jost eqanl to the price. So long as the de- 
mand price lor a unit ie greater than tiie marlset price, the 
consTimor goes on bnying ranre of the commodity, and overy 
snoh pnrohase makes a net addition to the OoDsnmer'a 
Suiplns attained by him. But os be beys more, his own 
demand piioe declines and there comes a stsge when tho 
price that he is jast willing to pay for one mote unit Is 
e^uol to the market price. Up till this point, the Oonsnmec'B 
Surplns goes on increodog and the total snrplns reaobea its 
maxlmna when the Marginal Utility and the price ere egnal. 
After this stags, the demand price for an additional unit 
will be lower than the price and, coiuegnently, any farther 
purchase will bring negaliye Coosumer’s Surplus and thus 
reduce the total Coneamor’s Surplns. A oonsumer, therefore, 
will clcBB his purchase when Ms own marginal demand 
price for a commodity has become eg.ual to the price 
ruling in the market, i.e. at the stage at which bis 
marginal Consumer's SurpIuB is nil and hie total Consumer's 
Surplus is at its mrKjmum. He will be induced to buy 
more only if the price fails or if something happens to 
intensify the demand ior the commodity at the esisting 
price. 

13. Explain clearly the Law of Substitution or ^ 
Bqni-marginal Utility. 

The Law of Bqui-margiiial Utility is in a sense the major 
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premise of all eeonomie aoslysas In STcry problem of 
ProdoctioB or Coasnnjption there Is the 
Cloice between nacesEitv of ft choice between alternatives 
alfernative nsee ^ . i. 

particularly becaosa the resonrcea by which 
the alternatiTea are to be commanded are limited A 
coaitimer with & ten rupee note in his pocbet has to decide 
what Will be the best manner of distribntiog the amonot of 
iQoney available among the alternative possibilities of 
purchase A primitive housewife had to decide on the best 
way of distribnting her stocb of woo] between tbe tnaiiog ct 
vesta and of eocbs And a modern prodncer has to decide 

what would he the host proportion for combiniog Land 
Labour and Oapitsl 

The principle everywhere is the same because tbe 
objective everywhere le tbe eame The consomer waste so 
to disinbate bis consumption as to be able 
Atliuomeatof to get tbe maumnsQ amooct of satisfaction 
maiimiinisaK* » 

faction resoarc^ the prodncer allocates 

his resonrcea id eccb a manner that be gets 
the maximum ontpot If be finds by experience that one 
particular alloeation gives him a larger aggregate retsm 
than another he naturally chooses tbe former In tbe case 
of Consncnption if a coosniDer has to choose between two 
commodities he will find that the best distribution—the 
one that wonld lead to maximum satisfaction — would be 
that Under which the Marpnal Utilities of the two commo 
dities are equal Bo long aa the Marginal Utilities are net 
eqnal sed there will be gam if one dose of the article w th the 
higher Marginal UtU ty » snbatitnted for one dose of the 
article with lower Marginal Utility » ; by having one dose 
more oi the former and one doae less of the latter This 
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very process of snbs^tntion leads again to a lo.wering of the 
Matgmal Illility in the former case and a raising of the 
Marginal Utility in the latter, and in this way gain tends to 
inorease so long as egnality of Iferginal Utilities is not 
obtained. The same principle operates in Prodaotion where 
we can call the tendency by the name of the Law of Eqni- 
marginal Betnrns. 

This Law of Substitation or of Cqal'curgisal EoturoB or 
The Law of Sab' of the maximum aggregate eatisfactioc ia 
■aBmMtaUa°^' lundomODtol in Economics. It is this 
Ueonomios law that lies hobiod Coognmptlon, behind 

tbo dooiaioD between exponditore on cnrient coseumptiou 

.... .. and postponement of present aatiefaetioD, 

<i)ia eonsamptwn, . , . ^ f. ^ j J 

behiod allocation of resources and behind 
the present day concept of opportnoity cost. In Consumption 
the eQaeiising of Marginal Utilities is 
(li) in production about becaase of the operation of 

the Law of Diminishing Utility and In production because of 
the operation of the Law of Dimioiskiug Beturns. 

0.- 14. Is the consumption of luxuries beneficial to 
society from the economie point of Ttew ? ( B. A-, 1926 . ) 

Tho question wbelher the conaumption of Inxnries is 
beneSoial to society w more n qnoatioD nf woUare-Uconomics 
than of economic theory. Eiom the standpoint of pure 
economic theory the benefit or otherwise of the consumption 
of a commodity is imronteria!. Any consumption is significant 
provided it satisfies a want that ie really felt and any produc- 
tion is jnstiSod provided it would make anch consumption 
possible. 

But from the standpoint of economic welfare wa can 
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always distingniah between Consamption increasing the 
social weU*beiDgand ConsnmptioD decreasing 
Lninnesand ^ There are certain commodities the con- 
economic welfare 

sumption of which is definitely undesirable 
Social welfare wonld increase if sacb commodities are 
prevented from being prodoced end if the Labour and Capital 
devoted to the Prodnction of these are diverted to some 
other more desirable ate It ts, however, to be noted that 
all luinriee are not nndeslrable There 
Alllnxnriea are jQjjjg which raise np the standard of life 
not nnceeirabU 

and hence exercise indirect effect on 
eScieoey and numbers Besides, these give rise to a field of 
employment for artistic skill But oo tbe other side much 
Labocr and Capital may be made available for prodneing 
things of prune necessity by prohibitug the prodnction of 
eommoditiss that yield definitely undesirable results The 
case for prohibition is a case m point We may conclude, 
therefore, that a wide latilnda has certainly to be given 
to the consumers in respect of tbeir consumption of loxaiiea 
The freedom of choice of the consamers 


freedom does oot decrease or prevent the 
increase of social welfare Moreover, there ate some articles 


which may be regarded as nnoeceasary lusury by some and 
as fandamectsl necessity by others A fonoSain pen or a 
wrist watch or a telephone may be mentioned as examples 
Society however, is perfectly justified in prohibiting the 
production of commodities that create injnttous effects 
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Q. 1. What are the factors of Prodnotion ? DUcasa 
their relative unpoitsDcc 

B 7 fnclots 0 ! Prodoctioa rre neaii tboseeseSDtial regulsibes 
without ^hioh no Brodoclion csu be carried on. ISatorallf 
there wonld appear to be two fnndaoentel 
Two JMda* factors of Produclion, oanjely nature and 
S« and^ifature Behind every Prodoction %7ill bo 

foQod tbo cooperation between nsan and 
natnre, bbe attempt by man to otilise the beneficent forces of 
natoie, to avscoome tbo obstacles set by natnre, tmd, if 
possible, to convert tbe malevolent forces of natnre into 
bauBvolent ones- 

It is nsnal, however, to analyse the requisites of Prodno- 
tion further. The prime factors o£ Ptodne- 
fafeaj to bo Land.Labocrand Capital- 
By Land we mean any free gift of nature — 
eveO'thitlg given to society by natnre in earth or vrater, in 
Bir.h'eht or heat. By labour we mean human 
osertion of the body or of the mind under- 
taken with a view to seeming some nnitorial reword. It is 
necessary to note that Land and Labour ore 
the two primary factors of Production. In 
early society. Production naeant the application of human 
labour upon natural resources. 
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Gradnally however CapiUl came to ha need By Cap tal 
V70 mean the man made appliances hke machines plongbi 
^ etc that are o«ed tc facilitate the applica 

tion of Irtbonr m Production PrcdncMon 
with Capital means the apidication on natoral reeonrces of 
human labouT aided hy man inafle apphaar^s and thn capv 
tal using Prodoctioa baa been nnivcrsal since man learnt to 
devise tools and implements 

With the increase in tba complexity of Frodnction the 
necessity for a proper co ordmaticm of the factors has come 
to be felt Effimeocy of Frcdnction always 
depends on an appropriate ccmbisation of 
the factors ot Frodactioo and thisfonction of coordinatiog 
the factors is known as the fanctioo of Organisatieti and is 
pecfotned by a class of meo of high eSciesey->lniowQ is 
Organisers or EnterprenetsTS 

lAstly we have to note that no Frcdaeticm can he nnSer 
taken unless there are some men to nnderlahe tba nncertam 
ties and mis associated with the cnmung 

nsis and ancertainties u also an important 
one which most be imdcrtaien by some responnble persona 
B sia can to some extent be anticipated and provuion can 
be made for elimiaaUag tbmn bat there ita nnloteseeahle 
tmcertamties the bearing of which requires some bold 
nesi on the part of the prodocer This besring of risk 
and uncertainty can thus he taken as another factor of 
^odaclion 

2 State and explain the Law of DiminUiiag Eetntns 
as applied to agricnlmre ( B A 1937, 1926 ) 

The Iaw of Bimioi'biiig Betnms has been enunciated 
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by Alfred MotEhall as loHows : “An increass in tlio capital 
and Jftbonr Applied in the cultivation cJ 
land cansea in geuscal a lees than proper- 
donate iocreBBo in the amonnt of prodnoe 
raised.” The Iatv has been empirically established from the- 
obssTvation of doses of Capital nnd Isbonr. It has been 
tho usual experience of cuhiffitots in every cotmtry that 
the additional rotnrn from additional dotes of Capital and 
Labour would go on deoreaeing os more and more doses are 
employed, or that ttio total mturn woald 
OhrebRantbe go on iooroaslog at a diminiebing rate. It 
t^e law°° ^ passible that the first few doses of Capiftil 
and Inboor applied to a plot of land an* 
CQllivabed hitherto wonld result for some time in InoroBsing 
retnm, aadit la also likely that tbe operation of diminish- 
ing returns may bo held in check by inoteaafng artificially 
the fertility of the soil, or by nelng better technique of agri- 
culture or by the use of hotter implemocte and seeds. Bat, 
as a general tendency. It still remains true that the margi- 
nal letnrB from the istensive cnltivation of a given plot of 
land would gradually decrease and that, consequently, tho 
cost per unit of the ontpnt waald gradually increase. 

i'^Q. 3. State the Law of Diminishing Beturns with its 
limitations ( B. Gojti: J940 ; B- A., ISSC. ) 

Q. "Lahouc and cajntal cannot be withdrawn from a 
part of the land and concentrated on the test without caus- 
ing a reduction of social income.” Bring out the significance- 
of the statement. {B.A,29i£.y 

The Law ol Diminishing Betuins is a general tendoncy 
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iliscornibla in »U branchei of Frodaetioo where nitor* pl^y® 
a domioant part In agrlcnUnro the 
Sn 0*?^* Uw ®P*™tion of tbo law 1* particahrlj risible . 

in branchea of Frodne^ion like mining 
forestry and Sshing a tondeney towards dimisUblng rc^nros 
or increasing cost Is often manifest The cperation of the 
taw IS least experienced in manofactores becanss hero man 
tries so far as possible to oretcome the limitation of natare 
and thus to scenro more than proportional retnrns 


Bat even m agricnttaro there are exceptional eases lo 
whicb tbo Law of DimiDishiDg Retorcs may not operate 
Ftut if there is an improremeot in the 
&aBtieo{tafV*° UBplemeots of agrfenltorc It may 

bo possible to ebeek tbe operation of the 
law Sttonily if there la an improremeDt ot the fertility 
of toil either as tbe ro<ult of tbe application of mincrea or 
as the resnlt ot fitfal oonrse of derelepmcnt of soils often 
experienced the land may yield increasing rotams And 
firstly It is possible that tbe first few doses ol Labour and 
Capital applied to the cnltiration were inadeqnate for the 
derelopment ot tbe fall powers of the soil , in such a case 


the application of increasing doses of Capital and Labonr 
would mean more than proportionate increase lo return 


These conditions are particularly to be found in new 
countries where the Eaw of D minishing Returns is often 
found to be moperatiye Id old countries too the operation of 
the law IS often held in check as wo hare seen by acientifio 
inTentione and by improTements in the teehmaoe of 
agriculture «* 


It 13 howerer to be remembered that the conditions of 



•escBptions to ttn Law ot Diminisbiag Bafcnrna conae only in- 
{requoDtly. Wa CRnnot! expect b new 
geoerafteSeDoy^ invention ovary day. nor csn we aspect that 
theire wonld ba an improvement in the 
fertility of the soil every season. As a general tendoney 
the Law of Diminisbing Itetams remains trne practically in 


'' Q, 4. Show bow far tbe I>aw of DiminUbing Ketcins is 
applicable to tbe ma&nfactnriiis indnstrlee. 

Out nsnal espeiieoce is that tbe Law of Dlmioisbiag 
Botncns does not apply to manafactoriag mdustiias- In 
msnnfaotQtes, the domioant part is played by man— by man* 
made maohinee and by tecboiqao devUod by man— and tbe 
objeotive of every one of those is to noutralUo and, if possible, 
to overcome the limitations aod obstaoles set by natme. 
So long as men are sucoessfoi in tbeic attempts to overcome 
nature, tbe law of iDCrossiog rotarns will operate. But a 
limit is sure to come soon— either on accoDnt of tbe scarcity 
of raw materials or on aeeonnt of tbe fact that managerial 
ability cannot grow ad 

Besides, there is another reason leading to tbe operation 
of tbo Law oi Dimini^ng Botnrns in manufactures. If any 
one factor of Prodnetion is applied in a disproportionately 
large quantity while otbeo; factors are applied in compara- 
tively emali quantities, r^nrees will not be able so yield 
their maximum. Hence, if there is any inappropriateuMB 
in the combination o£ the taetore of Production even in 
manufactures, the Law of DiminiebiDg Returns will bo found 
to operate. 
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0 5 Tie Law cf DlaiaitbioA Betorns Is only one p!ia«e 
of tbo oaiTetsal law of TaiAlile ptopottloBs” BlQCid&ta 
folly (B Com 29S2 ) 

The simplest way to explam the operation of the law 
of 'DiminisljiagB’turos 19 to direct attention to tbe limited 
fertibty or prodootiTO poner of natural resources It can be 
pointed out tbat on account of this limitation of fertility 
the later dosea of Capital and Labonr would find a poor 
response from the land cnUiratod and this can he pot 
forward as an explanation of the operation of the law This 
'niggardliness of nature can aUo ha pat forward as an 
espUaatiOQ of the operation of the laiv of Pimtoitbog 
Betnrns in mimog fisheries eto 

It le howerer possible io disoorar a mere fandamental 
teaWQ (« the operation of the Uw— a teaeon which ahowa 
why the law appi ea cot only in agneoltare bat cndpr eertam 
conditions in manatactares too la every Trodaction it ta 
essential that the fvcloto of Pcodactioa 
Optimum combi shonid be comhioed together in an appro 
nstioa of factora . . 

of Frolnotion priate proportioo If that •proportioa is 
disturbed t e iC one factor ts applied m a 
relatively large qoantity while the others are spjd ed in 
relatively small qnantitiM the retnrns will cease to grow 
proportionately The proporUon b“'we“a the factors can 
be easily varied aod when tins vamtion leads to a maladjast- 
ment in the factor combnution, diaunismg retams would 
resolt A variatiOB away from the most eppropriate combi 
nation would dimimsh the margiaal returns, while a vana 
tfon towards this most appropriate combination woold 
increase the marginal return In agriculture therefore the- 
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]awo£ dimmisbing retaros operatea becaaaa maladius6mont 
the oombiaation of factors is caused by 
incroBsing tho amoant of laboar and capi- 
tal employed while keeping the amonnt of 
land coDstant. In macnfactores the law 
applies when tho sopply oithec of raw 
materials or of masagorial ability cannot he iacroasod part 
passu with the increases in the other factors of production. 

6. Explain clearly the theory of population as dere- 
loped hy Malthns. 


Before the time of Uallbos it woe ubdoI for eoonomlete 
and politicians to regard a large population as a blessing for 
the nation as a whole nud as late as in 1796 WilUam Bitt 
ospreaaed hie Qratltade to the man who enriched tho nation 
by having many children. In 1798, however, the pnbllcation 
of Malthns’s essay released a cold wave across this optimism, 
and for neatly a oentnry the pessimistio forebodings of 
Malthas oontinned to damp the enthnsiasm of those in 
favonr of a large population. 

Malthus besed hie study mainly on observed facts 
gleaned from tiavd accouots and history. His first 
conclnsion was that population had a 
IXaltius s general tendency to grow at a rate faster 

than food aopply. Hhe general tendency 
for population was, according to him, to increase twofold 
every 25 or 30 years- Food anpply, however, would not 
increase so fast, as a larger population would moan the 
cnltivation of tho unfertile land not capable of yielding 
much. As a geuoral rule population would increase in the 
proportion represented by the G. P. soriea 1, 2, 4, 8, 16... 

4 
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while food supply wonld mereaso in the A I* senes 
1 , 2 3 4 5 

Ualthns cooelcded Snally that on aeconot of the disparity 
between the rate of growth of population and that of 

food supply a time wonld scon come 
Cooplnsion , . ... . , . . 

when the ayailahle amount of lood enpply 

wonld become loadegaata for feeding the entire population 
The natural remit of this wonld be to canso slaryation 
disease malnutrition growth of social practices like 
vnlantitide and as a last taaort wit 
Positive cheeks called by Ualthns the posifine 

e^eelci on population — cheeks that wonld losvitably come 
into operation whenerer the popnlatioa has crossed the 
limits set by the ayidable amonot of food supply 

In a sense therefore the population problem would Bolve 
itself automatically for wbenerer popnlation wonld grow too 
large food supply would be inadequate positive checks would 
come into operation and thus population would come down 
to a lower level Overpopulabon can therefore be expected 
to correct itself automatically through the inevitable positive 
checks 


But these positive ehecka are wasteful in their operation 
and undesirable in their ineideoee Ho civilised society 
would want that a relief measure for their social problems 
should consist of war and disease or of 
starvation and iDbnticiSe Malthus, there 
fore wanted people to adopt prsienfiue 
checks m order that the problem of overpopniat ion and the 
necessity for positive checks might never arise at all By 
preventive cheeks he meant late marriage and celibacy 
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Tfherever possible, and also volantary restraint daring 
married life. If aU members of society nronld be alive 
to their responsibilities and woald desist from marrying 
and particularly from bringiag ehildren into the world nntil 
they have an adoquato income, ovoriiopnletion would never 
come. Malthus’s teaching can, therefore, be summed up 
very briefly by stating that p opoiation has a tendency to 
i notease faster than food supply aud that it is the duty of a 
civilised society to keep this tendeooy in obeok. 

..Q.T. How far ie the teaching «f Malthus relevant tof 
' the population problem of our days 7 {B. Com., 1984.) 

Q. Discuss fully tho ehort-comiogs of tbo population' 
theory of Ualthus. 

Malthas foresaw in 1798 & dark misery for all peoples. 
His dark forebodings have not, however, proved real. About 
a century and a half have elapsed since Malthus wrote, but 
even now we do cotfindany tendeucy for population to grow 
inordinately large, She misery and scarcity that Malthus 
bad anticipated bare not materialised. There are certainly 
some ebort-comings in tbe theory of Malthus and it is these 
short-comings that have mads tbe Malthusian forecast 
unrealised. 

The short-comings of the theory of Maltbns lie partly 
in the objective changes that have taken place round- 


Melthus could 
not foresee the 

development of 
the 19th Century 


about us during tbe last cantuxy and a 
half and partly m defects in the theoretical 
apparatus that Malthas had developed. 
Erom the standpoint of facts, we And first 
that hhiithuB was not in a position to 


foresee the immense development of industry, trade and 
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market that took phce m tbe 19th century, enabling 
small macafacturiDg and trading conrtnos to fiupport 
large populations through interDational trade Tbe ^rhole 
world grew into one single ccOhomiO Unit and this staved 
oS the danger ot searcity ot food materials Secondiy, 
U&lthns erred m his eonclnsion about the 
Changed relation relation between increass in income and 
ana*Wrth"taVe'' iBCreasa in numbers According to him an 
increase m income would make the earner 
leos cautions and thererore he would marry early and beget 
children inconsiderately In the present day world we find 
that it IS the very opposite of this that is true A rise in 
income brings a desire to live at a high standard of life and 
this puts such a pressure upon oue’s income that the ladivi* 
dnal has to netcise great caotioo id respect of marrj'tDg and 
getting children Anioereeeed locooieiD the present day 
scciety meauB a low biitb rate and sot a high one 


Thirdly, the biologists of to-day contend that the repro- 
ductive instinct 13 not resly 80 strong as Malthns took it to 
be The popularity of contraceptive devices 
Bepiodostiv* that separate repioduction from ssiual 
M^sSoag aV*^ gratification le a pointer in this direction 
Uallhns aESumed Besides it is also contended by biologists 
that the power of reproduction itself dimi- 
nishes with tbe increasing complexity of modern civilisation 
Baymond Pearl has pointed oat that the power of repro- 
ductton after increasing rapioiy tor some time 'slo^y 
Oecr^ oea an a ultimatel y la^ r ate ot in ereaie come3 ~^bn 
nearly constant at a very low level ' — ' 

Prom the standpoint of analysis Melthns’a theory suffers 
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from the defeat of fnedeqnacy. He studies the law of the 
growth of popnletioD and also the law of the 
luier-ielation growth of food snpply,t and eaiphasizes 
growth of popn- disparity between the two rates of 

latJoD and the growth. It does not occnr to him that 
foorsDpply growth of one may haye an effect on 

the growth ot the other— that an inoiease 
of population may mean so large on ioorease in prodoctlve 
efEioiency that the supply of resonrees woold he mote than 
proportionately inoreasod- 

More important than this is the fast that Maltbns lays 
too mnoh emphasis on means of anhsistonce, holding that 
oTStpopnlabion begins when the subsistence limit ie ocossed. 
The really scientific comparison sbonld be one between 
population and welfare ot more simply 
Mientiec^^ between popnlation and wealth. The 
oomparieon— mere feot that people are being jnst enffi* 
between popu- ciently fed is not a tost of the desirability 
latianand wealth , ... . . . 

ot a particnlar population. The test of 
desirability would be the lerel oE welfare, or 
the amount of wealth, ox the ayerage income of the members 
of the community. 

*^Q. 8. Explain clearly the theory of optimura population. 

Q. Is sa increasing pOpolatioa always bsneffeiai to a. 
country ? ( B. A-, 193S. ) 

hlaltbuB took food supply as the only standard for 
measuring tho desirabiEty of a particular population. 
A.dequacy of food supply Would mean that popnlution has 
not become undesirably large while scarcity would mean 
that overpopulation has airiyed. 
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ecoQomists botrerer, point ont that tbe real 
antitbesia is cot one betTmn papulation and food eapplf 
bnt between population and wealtli. Man wants sotnetblng 
bsyemd bwof prepetl? led , be wants & 
The real anti ' , . * « 

thesis Is between 
FopnUtion and ‘ 

Wealth 

of popolation is, therefore tbe areiage 
prosperity of tbe people A very email number may mean a 
low goale of prodnctiTily and a vary large number may be 
unnecessary If we can find ont (be number of poptiUtioQ 
that woald make the averaga retom to tba 
or'themMt'”' people highest nnder a given sat of cosdi^ 
detitable&nmbet (tens tbst Bomber can be taken ss tba 
most desirable or the cpimum ntnafier * 
For every coontry there la an optimom popnlatloQ which 
resalts m tbe highest amonnt of wealth per head o&der a 
given sec of circamstsQces It the popnlatioo U very small 
the other resoorees of tbe oonntry would remain undeveloped 
and incompletely utilised If the population is too large 
tbe other Tesonrcea may prove inadequate, thus affentlng 
tbe productivity of tbs factors In between tbesa eitremes 
there is in every cormtry under given conditions a particular 
number that together with the other reaonrees available In 
tbe country WOuId make the factor 
Over popnUlioD comhination tbe most appropriate one and 
and Dnder- ii i », 

popTilation wonia hence maximise the average income 

« of the people fChis number Is tbe opfimum 
and ovirpopvlation sod vnderpojiulalion he respectively 
above and below thus level \ 

An increase m population la therefore beneficial only wbeD 
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the country ia underpopulated, iji. when the population is 
too small for eoonring & full deTOlopmsnfc of the other 
resonicse of the country. In an overpopnlated conntTTf, i-e. 
in a CQUntzy in whicdi the point of maiumnm lotnm has 
been already crossed, on incronse of population would only 
increase the maladjuatment Inrtfaer, causing inoonies to fall 
to a greater extent. It ia, boweTac, to be noted that an increa- 
sing population is often desired on extra-economic grounds. 
In Totalitarian States, tor esomple.we Sod a reorndeseeneeof 
the old riew that a largo popnlation is an important elehient 
of Btieogtb for a conntry that adopts or wants to adopt an 
aggressive policy, and in these days viaehtpelHik it is 
natural that the political benefit of a large popnlation wonld 
ho allowed to outweigh all considerations from the eoonomio 
standpoint. 

Q. 9. The prohiem of popnlation is not one of mere sUe, 
hnt of efficient production and equitable distribution. Explain. 

Maltbus regarded any tendency for the size of popnlation 
to increase as a tendency towards danger. Today, however, 
we know that the increasing else of a population does not 
matter if productive efficiency is inoreasicg nt a more rapid 
Tate. If prodnetion is efficient, a large population can easily 
bo maintained. 

But at the gsme time it is essential that the total 
dividend of the country sboold be properly distributed among 
tho people. Genorolly we stndy inooms with reference to 
tho average but an avorago may conceal a very unequal 
system of distribution. In a country in which 100 men 
earn Bs. 500 each, the average income is Bs. 500 ; in another 
conntTy in which 10 men earn Bs. 3200 each and 90 men 
earn Bs.200 each, tho average income is also Bs.SQO. Bnt 
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it IS clear that from the point of riew of social welfare the 
former represents a better situation than the latter 

The aim of erery cpimtry wanting to maximise its 
social well being wonld.therefore.helhreefold — {1} to increase 
the size of population only so long aa it increases efficiency 
of prodnction, (2) to make prodnctlon as efficient as possible, 
and (3} to make the distribution as equitable as possible 


^ Q 10 Disease the Tarions elements that affect the 
efficiency of workmen (BA, 1939 ) 


The effinency of labonreTB depends upon a nnnibeT of 
factors Among these we may mention first those affecting 
the physical strength of the lahoarera In spite of (be rapid 
impitwementa in technique that are daily taking place, labcnr 
still requires physical strength and a gronp of persons who 
are physically strong can expect to ha of a high degree of 
eScieuey This physical eigout depends 
Canal (aetMi, on racial factors on climate on thearailabi- 
CumateBDa . .. , ,,,, 

Envuonmenta “‘X nutritious food and good clothing 
and shelter and lastly, on the contentment 
that prosperity can bring In some cases the nature of the 
cccupaCloD Itself affects efficiency . there 
wcopatwn ®°®® occnpslioes which are essentially 

sedentary and impair efficiency and there 
are others rrhich are so pleasant as to be able to increase the 
zeal for work 

Besides physical strength, the other factors that are 
essential are £ret a fairly high Ural of general edncation for 
the pnrpfBo of cultivating the intelligence, 
secondly, a specialised technical ednca- 
tion Modem prodnctioR is complex and 
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an individual labourer is botmd to specialise bimseU in a 
parbionlat line or two. J?eir this, tecbnicel educatioD is a 
great necessity. Tecbnical tmtoing was formocly acquired 
through the Eystom of apprenticeship ; at tbs present day 
this training is generally imparted by spcoial institutions, 

To a large ostent efBeiency of laboor depends on the 
conditions and ouTironments under which labour is carried 
OR. Good pay, good prospects, holidays, rest-intoivals, 
short boors of work, good dwelling and 
Wages facilities, all these iaoresss the 

sflicleooy of laboor and in resi>eot of these 
the employere have a Tory impoitant duty to perform. 

Some psychological indnonce may be made effeotive by a 
mere change in the attitude of people towards manual labour. 

In general msDunllobonr is held as uodlg* 
nified and if mannal labourers do nob exert 
themsclsee much, the reason may lie in 
some sort of an inferiority complex. If manual labour oomes 
to he regarded as at least as dignified as intelleotual labour, 
contentment will replace disoontent and hence efficiency 
will inoroaso. 

/q. 11. Describe the functions of Capital in modern in- 
dustry and commerce ( B. Com. 1929, 1930. ) 

Q. Define Capitol and discuss its main iimetions. 
C B. A. 2942, 1937.) 

Por carrying on production, it ie essential to apply the 
fundamental factors of production, namely, land and labour. 
We can conceive of a primitive system <?faere land and labour 
were the only factors of induction used. But very early in 
out society’s history people conld realise that production 
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would be facilitated if humaQ labour were aided by artificial 
eqnipjBents Capital la the name we giYfl 
^tificial aide to all these aids to human labour and we 
to labonr r. i.v 

may define capital, after Adam Bmitb, as 
that part of a pereot'a afoek irom which he expects to derive 


an income 

The mam function of capital follows from the definition — 
it is to help labour lu production, to make labour more 
produetiTO than ^ would baye been without 
coital” ** capital A cnltmtor with bis ploughs can 
produce more than he can without hta 
ploughs, a jnte mill with its roaohlDes can produce much 
more tbas it could without machines The process of 
pTOduotlon with capital is roundabout and complicated but 
OB the whole speed of production is increased and the out- 
put considerably multiplied 

We may moreoTer taka note of the fact that modern 
prodcction requires a command oror a large volume of 
resources— for the purchase of matenale and macbmes. for 
the carrying of stocks and foe Tunning advertisement 
campaigufi In the pre<%Dt day world the competitor with 
the largest purse wins and command over capital therefore, 
means command over success 


^ 12 ‘ Capital IS a class Of goods, not a fund of value'’ 
Explain ( B Com, IQSZ ) 

la ordmary language the woM capital is often used 
to denote the total value of the resources employed in 
business, or mere simply the total amount of money flunk. 
The real meaning of the term capital is the class of goods 
that aid labour in production In ordinary language capital 
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IB stated as a fund cl value ; birt, the ecDnomisfc in makiTig 
a list of a busiDessman’B ca^tal ‘would take into consideration 
the tools, implacionts, mat^inca.ioatdrials, faofQrieB, etc., with 
the help of which prodoction is carried on. Some economists 
diatingnish between capital goods and capita! in the sense 
of a money-fond, but this distinction is nunecassary. v 

^Q. 13. Is money caintal ? Jnstify yonr answer hy appio- 
ptiftte reasoning, ( B. A. 1942 . ) 

Any means oi production that has bees produced by 
human effort can be regarded as capital. Ordinarily ocpital 
is taken as the egniyaloDt of the money value of the means 
of production, but strictly speaking, the name has to be con- 
fined to desorlbing the setaol physical instrnaent of produo- 
tion. Llouey in this senee can be capital only when it is 
aotually being used to secure au income, or, according to 
some, when it is held with the intention of being pnt to 
productive use. To an individoal, money deposited in a 
bank or lent to another, is capital becanse an income in the 
shape of interest is coming In. To a business man a fund 
of money is bis Soating capital, not -yet used in any parti- 
onlar direction, but capable of heii^ immediately put to soma 
productive use. To society as a whole money is nothing if 
it does not represent somolhing ‘real’, some definite item 
b! wealth. Sooiety's capital, tbeaekiK, consists not o! the 
tnoney.funds it possesses but of the physical means of pro- 
duction which are themEelves the result of human Isbonr. 
We can, for the sake of conyeidence. sum them np in terms 
of their money valnes, but a measuie of a thing is not the 
thing itself. 
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Q 14 Blscsss tlie fanctiom of capital lo modem 
industry and commerce (B Com 19SP,J''30 ) 

Capital has three main fonctiocs id the present day 
economic Blmctnre First capital pftoTides tools and 
instruments factories and maebines mabmg human labour 
much more productive than it otherwise could have been 
Secondly capital enables the producer to get command over 
' stocks of gcods articles ready for consumption in ware 
bouses and shops and materials awaiting manufacture and 
thus it enables ns to adopt roondabont and very productive 
methods of prodoction And thirdly capital enables us to 
take risks — to produce to anticipatioii of demaud instead of 
wailing for orders to eipenmeot with sew processes sew 
materials sew markets whenewer we think there is a ebasee 
of our gaming by takiog the riik * 

She aeivices of capital are more obvious in the case of 
the individual busicessmau He must bare his factory, 
his machines his powerplant He must have always a 
large stock of raw and unfiDisbed matertaU in his hand 
representing locked up capital He requires capital for 
meeting unforeseen fluctoatioDS and emergencies He must 
have a supply of woikiue capital to bridge the time-lag 
between the lucurriog of expenditure and the realisation 
of cale-receipts And besides he must always carry some 
stcck m anticipation of demand and this also requires locking 
np of capital 

15 Point out the different factors that affect the 
iopply of capital in a country (BA. 1945 ) 
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Q. Disoms tbB conditicma on which the supply of 
capital in a country depends. ( B. A.. 1936 . ) 

The supply of capital means in the final analysis the 
Snpply of volume of savii^ in the country and any 

capital depencls factor that gthnulfltes saving is a factor 
oL'aving^””'* inareasing the supply of capital. Saving 
can iucreaso only when there is a growing 
destVc for saving accompanied by increased facilities for 
Will to gave saving i.e., saving depends on the subjective 
and power conditions goveroit^ the will to save as 
to save objective conditions govern* 

iug the power to save. 

Among the factors aEfecting tbe de»re to save some are 
very easily disoernible. If a mau has a strong affeotion for 
the membeis of bie iemily or if be bes foresight and wants to 
provide for unforeseen future emergencies, be will naturally 
try to save as much ss possible- Some people are aotuated 
to save by the desire to earn au income 
Faotoss iiSeet- tbrongb iDvesliaent, some by the desire 
me the desire , .. ..... 

to5ji,e to enjoy tbe prestige that the possession 

of money gives and some perhaps only to 
satisfy their gold'lust and to see a huge amount accumulat- 
ing before their eyes. 

The mere possession of a desire to save, however, is not 
enough. The objective conditions governing the power to 
save mnst alsobett^en into consideiation. 
Factors The most important among these is that the 

pow^CT torsive potential saver must hare o surplus over 
his el«n«ital needs in order that be may 
be able to save. The asistence of a money economy, as 
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distiDgnished from a barter ecocomy is another eBsontiil 
condition And then if there are good bants and insurance 
companies to rnate fiaving safe as well as profitable its 
volume 'Will increase Lastly we may note that nnless there 
is eecnrity and good government in the country no saving 
will be made Becnrity ol property is one ot the ptimary 
conditions of saving 

The relation between the rata ot interest and saving is 
peculiar Generally an increase m the rate ot interest 
may be expected to increase saving but 
Saving and ns Keynes has abown a rise in tba rate of 
intstist ° interest by causing investtnents of all may 

mabe incomes lower all round and thus 
reduce tbe power to save It le also to be noted that there 
may be some persons who want to proviSe for theuselees 
ot for tbelr dependants a fixed annual tseotne out of the 
capital saved These men will naturally save more when 
tbe interest rate is low and save less when tbe rats is high 

^ Q 16 Write a short note on fixed and Circulating 
capital (B A 1028 } 

The distuetiOD between fixed and circulating capital was 
clearly shown by John Stnart MUl who showed that some 
capital goods lihe machines or factory buildings would exist 
in a durable shape* and would give continuous service to tbe 
producer Some capital goods like raw tnateriala coal 
could however be used only once in prodnetfon , these in 
Mill s words fulfil tbe whole of their oiEce In the production 
in which they aro engaged by a eiugle use It should, how 
ever ho remembered that there W no capital good that is 
absolutely fixed Every captal good exhausts Itself some 
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time or other and we can, therefore, hold that the distinction 
between fised and circnlatihg capital is one of degree only — 
olronlating capital meaning capital goods axhansted in one 
nse and fised capital gtanding for goods that can be need 
for a fairly long time in the same process of production, 

Q. 17, Oistingniab between the diferent senses in wbicb 
the word capifai is used in popular and economic language. 
( B. A., 19M. ) 

In popular language the word capital ia used to mean a 
fund ot money. It is often used to denote the total wealth 
which a man possesses and sometiines to denote the amount 
of money which brings him an income in the shape of 
interest. 

Id economics, capital is fundamentolly a class of goods, 
and not a guantity of money. Here also it is possible to 
dUtlDgaiah between Onpital poods, or those things which are 
nsed to produce other things end mmiey capital or the money 
yalue of the capibal goode. The main problem is that of 
deciding what to include and what to exclude in the defini- 
tion of capital. Some economists like Jevons regarded income 
and ntility as identical in natnre and hence considered erery 
item of wealth to be capital because of Its capacity of yielding 
satisfaction. Others gave a psychological interpretation 
and held that anything that its owner intended to use for 
earning an income should be regarded as capital. 

The most common view among econumists has been that 
the name capital ehonld bo given to those parts of wealth 
which are used further production. This definition 
covers all we require, hot it also covers land and other gifts 
of natnre. These gifts of natnre present some peculiar 
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characteristics and it is '^berdoce desirable to conSne the 
use o! the name capital to thoee means oi prodnction ^bicb 
are the result of human effort t e to the produced meant 
ofprodueUon 

It IS necessary to loob at another aspect of capital From 
the standpoint of ends cap tal is tbs name giren to the 
produced means of production From the standpoint of 
origin cap tal means that part of the product of labour and 
nature rrhich has not been csed up in immediate consump- 
tion and IS therefore available for future me Capital from 
this standpoint represents saved op labour and saved up 
nafuTal resources 

^ Q 10 The greatest improvement la the piodnctive 
power of labour and the greater part of the ehiU dexterity 
and judgment with which it le anywhere directed or applied* 
seen to have heeu the effect of division of labour Explain 
( S Com 1929 ) 

Q Explain clearly the economic benefits arising from 
division of labour 

Division of labour IS one of the most important central 
facts of modem industrial organisation From the point of 
view of the individual labourer division of labour means 
Bpecialisstion of each labourer in a particular task from the 
stand point of society as a whole it means co operation or 
Integration of labour On the one side 
th s divisicn of labour brings sttMirision of 
tasJci xnahiDg each operation easier than it 
would have been in combination with other 
operations And on the other s de it 
brings rjpeliliono/taiii for each labourer enabbag him to 


Division of 
of laboni 
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psrform his work with greater ease and eiBcienoy. “An 
oparation”, shows Clay, "if repeated often etiougb, hscomes a 
habit : our bodies and brains adjust themselves to perform- 
ing perfectly and withoab effort what at first is done only 
badly and with great effort”. 

Even the simplest form of division of labour brings first 
an adaptation of the task of an individual to hia ability and 
secondly, an increase in the efficiency of the 
Advnntsgcs oi labourer on acconnt of constant practico in 
ofTa^faanr^'''*'°° division of 

Iftbonr vtilises efficiency wherever it is 
available, and on the other side it creates efficiency where It 
had not bseo esistent. Besides, division of Ishonr sbottBns the 
period of apprenticeship, provides continuity in operation 
and eliminates the waste of time involved in pseeing from 
one operation to another. Continnoas engagement in one 
ooonpation leads to a development of the inventing faculty 
and capital is utilised fully. 


The greatest advantage of diviEion of labonr in onr 
times has perhaps been that it has led to the application oi 
maebioery in production. Minute division 


Division ol 
labour and 
application of 
machinEry 


of labonr means that each process is re- 
dneed to a continuous repetition of an 
identical movement and whenever this 
state has been reached it becomes possible 


to pat a machine in place of human labonr. The application 
of machinery in production has been snrely the greatest help 
in the way of the development of manufactaring industries 
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Q 18 *‘DiTision Of Uliotii u liQUted bp the extent of 
the staiket ’ Discnss {B.A, 1945 ) 

The tBUn advantage of diTision of labonr 13 that it makes 
possible a large increase in ontpot. thiocgh the employment 
of sQitahle gronps Of Ubonrora foi^ partlcnlat types of work 
and the nse 0! highly specieliaed machinery Bnt the pro* 
dnetios ef a large ontpnt ta profitable only when a large and 
wide maiket is available for the disposal of the prodncts at 
xemnnerative prices Division of labour on an lofensiva 
Ecale and the consequent application of machinery would 
therafore ha pcnsibla and worth while only in the case of 
those commodities for which there is a universal demand Is 
the case of eomcoodities for which the demand is restricted 
and the market narrow the ontpnt has to be kept email and 
the scope cf diTuicn of labcor is limited Ssploycient of a 
large number of labourers minute division of labcor and pro* 
duction of a large output wiU be profitable generally in tbs 
case of commodities used all over the world or at feast over 
an extensive area and commodities for which the demand is 
highly elastic Development of communications and other 
factors tending to widen the extent of markets also tend to 
widen the scope of divisioc of labour The degree of 
division of labour, the number of labourers to be employed, 
the output that will bo profitable to produce, all these are 
intimately connected with the extent of the market that can 
bo served 

Q 19 Consider folly the economic effects of the apphcA 
tiQU of machinery in production. 

The apphcation of machinery in prodnclbn brmgs 
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degrading and demoralising effect ot machines on labontera 
and to ths evils of the factor; aystam, xvbi^a trade nnionists 
oppose the extension of labont-aavicg 

Effect on devices on the ground that these will 

labcmrers , , 

ciusa nnemployment among the laoonters 

On the whole however, macbioea have caused immense 
^ advantage in the field of production and the preseot day 
civilisation IS entirely based on the everwideniog sphetfr 
of the application of machinery If machines caase dis- 
advantages and if they have their shortcomings they also- 
bring great economies and greater possibilities If machines 
sometimes cause nnemployment, they create at the same 
time new avenues of employmeot We may note m concia* 
Bioh that the defects of machine piednetion are remediable, 
but the advantages can never be forgone 

Q !0 Sxasilhe the effects of machinery on labont, and. 
discuss whether the progress of mechanical invention is 
injurious to the Ubouring classes ( B 4 , 1525 ) 

The effects of the application ot machinery seem 
apparently to be beneficial from the standpoint of the 

„ , , „ laboureiB Ibese machines increaao the 

Beneficial effects „ 

emciency ol the labourers by making them 
more keen and alert, by increasing their technical skill 
and bj raising their output geoerall) They relieve the 
strain on human muscles and lake over all difficult and 
risky Work as Well as all monotonous and dull tasks The 
lahourera find it easy to naova {ram one trade to another 
because intensive mechanisation often weakens the barrier 
between different trades 

It 13 however often argued that machines, besides 
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production With the help ol machines cheapens the prices 
of all machme-mads goods, cOQsnmera will have larger 
surpluses in their bands with which they can purchase 
new commodities New indostries will therefore derelop 
end additional employment wiU be caosod The labourers 
themselves again will give employment to other labourers, 
either because ot theie xforcbABO of more cammodities or 
because they may choose shorter hours of work. And lastly, 
we may note that if macbiues applied m industry increase 
production, income and prosperity, savings and investment 
will increase and thus the total volume of employment will 
increase 

The history p( the lodnstnel development of England 
since tbe IDtb century hss been one of parallel development 
of mschise prodnction and of omployseot. It is a soperficial 
view ol things to bold machinery respousible for DDemploy< 
ment Tbe causes of unemployment he deep down m oar 
ludasttial, monetary and credit structure 

21 Discuss tbe influence of inventions and improve- 
menta in aachineiy on (a) the wages of labour and (b) eco- 
nomic progress generally. ( B Com , 1914 } 

If the contention that macbioes cau«e unemployment had 
been true, it would have been correct to bold that the 
aggregate wages, if not the wage-rates would dechne with 
every new invention or improvement Bat we know that 
machines in themselves do not cause unemployment in the 
long run , they rather incteass the scope of profitable em- 
ployment ot labour Beceut monetary theory has empha- 
sised the direct relation between the mskmg of capital good 
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and the Tedcctiaa of unemployment. This means that 
machinQ-mafcing in the short nm and machina-tising in the 
long run iaetease the demand for hbcac and hence wages are 
also increased- 

Besides, machines canse a demand on the shill 

and destarlty of the labomars. If the use of machinery 
increases the efficiency of laboor, wages would naturally 
increase. In so far as machines used in different industries 
are similar in character, labourers ace enabled to mcve from 
one industry to auotber and thus take advantage of the 
highest teems that are available. 

The effects of maobinety on economic progress ore evi- 
dent. Bcouomio piogress is primarily dependent on a laege 
output of goods, nod maebines. by making it possible to 
produos a large volume of anifotm, aoenrate and standar- 
dised actlcles at a rapid speed contribute materially to 
ecoDonio progress. Of course, tbe machine-age has brought 
monotony, s^ooloc, poverty, unemployment and other evils ; 
but these ace essenrially connected not with machines as 
such but with the manoer in which theii application is 
organised. 

''Q. 22. Bsamine the causes that lead to the espansion 
of hnsiness units. ( B. -d., 7936. ) 

number of causes have combined together to bring 
about an espansion in the size of the business units. With 
tha development of the po^bHiries of mechanised produc- 
tion, people ace tealiang that tbe output can be enlarged 
and cheapened if productiou is undertaken on a large scale. 
One of the roost important causes of the expansion of the 
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Size o{ bnBiness nniU m recent times baa ihna been the 
lealia&tiQQ that for most commoditiea the 
Advantages oi larger the scale, the more efficient will he 
^ proceta of prodaction The eccnomiti 

cj large scale froduction ansa from the 
apphcation of ecientifio division of labour, from the use 
of inacbuies and from the economy tn materiaU and waste- 
products Every producer wants to secure these economies 
and Dsturally he will feel induced to expand the scale of 
his operations 

Moreover, the present day economic structure has been 
accompanied by a large growth of cap\ta\ The Industrial 

- ,, , , , Bevolution of the I8th century would have 

(howto Of capital . ,, , , , , , 

been without siguscancs if Eoglsod bad 
not experienced an loereasiog inflow of capital from the 
East India trade In the same way the ever mereasing 
volume of capital to day acebiog new fields of empbymaat 
IS exertmg a constant pressure to expand the scale of 
bnsinesa 


To a Isrge extent the etpausion of business units baa 
been brought about by the tordcntnp of markets Omsiou 
of labour and scale of production are 
raatb^**** naturally Imuted by tbu extent of the 
market and the development of tbs means 
of transportation in recent years has made possible a wide 
extension of all markets Business umts can now>a days 
expand themselvea with asaarariM because practically the 
whole world is their market 

The tnteiutty of eompehtton has also helped to mata 
busmess umts grow lU size. Every umt wants to get some 
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•advantages in addition to those enjoyed by the rivals and 
hence every one of these tries to expand. 
comprtiL°n present day field of competition, 

large amonnts of money are required for 
edvartisement campwgna. for rate-cutting and tor other 
competitive devices and it is natocal that the competitor 
•with the longest purae ahonld win- All this goes to make 
large scale production mors profitable than small scale 
prodnotloa and. to increase the aise of the average buainesa 
nnib. 


'^Q. S3. Seserihe the advantages of large scale produo 
tion. f S. Ooni; mO. 1028. 1925. } 

Q. Indicate the advesUges of large scale production. 
(5, A., 1981.) 

The advantages of large scold production have been 
classified by UTat^ali into three broad categories —namely, 
Seonemy of Skill, Economy of hlacblnery and Economy 
of Materials. 

From the standpoint of eoonomising skill, large scale 
prodaction is a great help. As a large number of labonrers 
ate employed, it is possible to apply division of labour 
both intensi'vely and extenavely leading on the one side 
Economy of shui amsimum utilisation of skill, and on 

the other, to an inorease in the efficiency of 
the labourers. Tsohnioal skill can easily be pnb into use 
and expert technioians appointed for supervision and 
managecognt. The head of the firm need not concern himself 
with the matters of ordinary routine and he can leave him- 
-self free to deal with the questioas of broad policy. 

Machioefl can certainly be mese widely used in a large- 
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Ecale factory than m a small aeala one. Macbmes today 
ate costly, and they caocot be put into 
use unlessa tho employer has a large 
command over capital, an export stafT 
and a Urge market to leed It ts only the large scale 
prodncer. therefore, ^ho can utilise new machines fully 
for the production of a large output Besides, a large scale 
prodncer with bis large resource* can puTCbasa OTsry cow 
machine that comes to the market and can himself spend 
money for enconragmg research and expenment. 

A. prodncer on a large soale can buy bis materials from 
the cbespeat market and can get also good 
matimlj”* quality He can utilise those waste pro* 
docta which are generally thrown away 
m a small factory, and can Ura out what are known as the 
by prod sets 

Besides these three broad categones of economies, a 
producer on a large scale hods it possible to spend a Urge 
amoanti cl moDoy in advertising Sale of 
tbs output has developed into a scientific 
art at the present day and it is only tbs large scale producer 
who can get the full benefit of tbis new development He 
spends much, bat also sells much, and on the whole his 
cost per uoit for advertosemrat and sale u lower than tbak 
of his smaller rival 


AdTMtiEemeut 


All these benefits combine to secure to the large ecale 
producer tbs operation of the law of increasing returns 
Vfith the attendant lowenng of the cost of production per 
unit Moreover, when a number of firm* of (be same sort 
have developed within a smaU ares, ' external economies ' 
will develop and the largo scale producer will be able to 



PBODUCTION 


Difficulty of 


shaiQ these in addition to the intarnal economies enjoyed 
by him. 

24, Discuss the disadvantages of large scale produc- 
tion. { B. Com., 1923, 1925. ) 

The disadvantagsa of large scale production generally 
arise from escess — in development, in division of labour, 
in marheting complexities and in the 
utilisation of machinery. A particular 
business may grow so large in size that 
it will be impossible for any individual to manage it. Is 
Taussig’s words, difflcoities and limitatioos may grow on 
aoaoant of the 'infirmities of hnman nature.’ 

Esceasive divisou of labour leads to dependence on 
paid managera who cannot be expected 
maaagei8°° personal interest in the work 

and also to a widening of the golf between 
labour and capital which is the cause of labour unrest and 
dUcontent. The increasiog complexities of 
oftoach the marketing system under large scale 
ers and^mpEiyeea production causes a loss of direct touch 
between the piodncera and the consumers. 

Again the loss of direct touch between producers and 
consumers is responsible for the ever-reourrent maladjns- 
ment between supply and demand and 
—and between for the disequihbrlum that is often brought 
ooEsameta about by sudden fluctuations fa demand. 

And lastly, ws may note that the system 
of large scale production has generated a number of social 
evils nriang from the huddliijg together 
of a large nomber of labourers in insanitary 


Social evils 
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dwelliDga employment of women en6 children prevftlence 
of Tices among labcnrers and tha general demoialisation o! 
the laboorers 

Q 25 Indicate the limite ot large scale prodnctios 
iQ (a) manufactures and (6) agiiealture ( B Com 1S36 ) 

Q What ate the limitattona to the increase of scale 
lu the case of agriculture and other allied indnstiies ? 
{£ A 1916 ) 

Large scale production la possible m any industry 
where m&chmea can be used and diTisiou of labour brought 
into operation and there is surety eoma scope for inorsastng 
the scale of operations in agricolture and other eattaotiTe 
industries In modern agiieuUure and 
Diffieulty of mining machines of different sorts can 
•«fT^0M*^****° bs Utilised and to that ettent the economies 
of Urge scale production can be seemed 
But there is a limit to the scope of large seals operations 
in agriculture A very minute division of labour is not 
possible in agricnlture and ccoseonently the full benefits 
ot large scale operation cannot In reaped Large scale 
agriculture wonld again mean the cultivatiOD of a very 
large area cf land and this would increase very mnch the 
difficulties of supemsion and management The most 
important limitation to the lucreoas in the scale of pro 
dnotioD in agricnltnre comes boweyer 
natore^*”'^ °° dependence on nature that agri 

cnlturs entails WbeoeTer nature plays 
a docoinant pact in production the law of diminiBblng 
'etarn operates and in agncclture in spite of various sorts 
of attempts to obech this tendency nature ultimately domu 
nates and limits the scops of large scale operations 



'PEOBDOHON 


7T 


Even in manufactures tbere is a limit beyond Tvhieh 
it is not profitable to carry espaosion farther, For some 
time it is possiblo to check tbs operation 
Aocnmnlafcing of the limiHog forces of nature by machines 
aifficnllies— even , , ... , , , 

in manniactures ®°“ proper otgemsation of labour and 
resources. Bat as the scale increases, 
difficulties accumulate and it is found that there is a limit to 
expansion. Baw materials gradnaily become rare and costly, 
management becomes insuperably difficnlt, cost of espansion 
grows and because of the difficulty of securing a parallel in- 
oieass in the availability of all resources, aalsdiustment iu 
tbo iaotor>combination ultimatoly resnits. Even io manu' 
faeturing industriea therefore there is a limit to the espanslou 
on the size ol a hnsiuesa unit. 

Shis limit comes siso for another reosou. The eompe* 
titioc among a number of rival firms gradually leads to 
the elimination or absorption of the weaker ones by the* 
stronger ones, This process cootinues ontil only two or three 
firms ate left, each very strong but each 
aianopolislic incapable of ousting the others. It is at 
eompahtioa ... . .... , 

this stage impossible for any one of these 
firms to expand farther and to cut into the field of the others. 
Thus the monopolistic competitioa resulting from free com- 
petition brings the size of the individual firm to a limit after 
which further expansion is impossible. The expansion of 
the size of each is limited by the size of the others- 

Q. 26- In what ciicumstances is small-scale production 
more economical than large-scale production ? ( S. Com., 
7930, J933 . ) 

Q. Why does the small scale producer still persist in. 
many industries ? ( £. A., 29JO. ) 
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Q On wbfct gioonda bti it bees hili that ths soaI] 
fltm has advantages of fts own to set sgalsst the obviotu 
ecooomies of large teals 7 (B Cim^l9i2 ) 

Inspite of tbs derebpmeat of tbs largo-scala methods 
of prodoctioo, small tcsle prodacmg persists is many 
branches of industry Iq making goods reqwrmg artistic 
skill, iQ the case of goods banng a small cKentole, m tbs 
case of retail shopkeeping operation on a tmall scale fs 
still largely prevalent. This is dee first to certain draw- 
backs and BbortcomiDga of tbo largc>scala Bjstem and 
secondly to certain positive advantages of small scale 
operation, 

Under large scale prodoctioo only (bote things can be 
turned ont which have an appeal to tbe masses, that ts, which 
are cheap and popnlar 'there are things 
Sborteomiags the prodnctioa of which reqoires the skill 
ol the human band and the oonsamption 
of which 1 $ limited to a few In these 
mdnstries the small scale system alone can be of any 
meaning and this explains why small scale prodnction still 
persists m indnstnes like embroidery work, jewellery, ivory 
carving etc 

k small scale prodoccr can easily meet his customer's 
indmdnil demand Ho can take orders from each indm- 
dual enstomer separately and make things 
Advintagei of to the specificatioiis given to him Tbo tailor 
small Scale t 4U » i 

ptodnction street comer, the shoemaker of the 

Tillage, the snoall scale weaver— all survive 
the present industrialisation because of their ability to 
individualise their production or serricea 
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Besides, a small scale producer can secure economies to 
some estent. iihe cost of sapervision and management is 
low and particularly heoanse of “the master's eye being every- 
r?bsre”, the superrieion is better done. The personal interest 
of the small-scale producer in his own business is certainly 
mnch greater than the interest that can be secured by 
payment of salaries tc managers and suparrisors. 

Q. 27. Large scale prodnotion will inevitably replace 
small scale production in most biauches of industry. 
IiEplain. 

There are philosophers and social reformers who advocate 
a return to the pre- Industrial Revolnticn economic life 
on the ground that the factory system has been prodaotive 
of a number of evils. It can however be pointed out 
that human wants aro rapidly progressive and therefore 
the means of production have to adapt themselves to this. 
So long as human wants remain extensive and continue 
to be more so, production on a large scale will inevitably 
replace production on a small scale- The evils of large 
scale production can to a large extent be remedied — by 
social legislation, factory laws and greater liaison between 
the employers and the employees. 

This does not however mean that small scale production 
would entirely disappear. Small scale operation wonld 
certainly persist in Balisfying ‘personal' demand or demands 
for articles consamed by a few only, while the large scale 
system will supply all the common needs of the people. 

,/Q. 28. What are the infloences that have brought about 
the concentration of industries in particular localities ? 
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Indictte tli9 chief aiT&attcs ( and drawbacks ) of such 
ccncestiaticn ( B Com , 19S7, 193i ) 

What are the chief eansos cf loealieation of 
Indnstrr 7 Uention tha chief conaatiiiencei of such locaUea* 
tiDD? (B A, 1923 1927. 1921 ) 

By localisatioQ ot indostry we mean the concentration 
of particular luduatriea in partieaUr areas raialtmg from 
a geographical diTiaiOQ of labour Ttiii geographical division 
of labour arises either from the natural diftereneas between 
one place and another or on account of differences that are 
created by the fact e( concentration 

In pre*receub hutory we Gud many examples of 
conoestralioQ of mdcstries in particular areas zesoUisg 
l'o“Poli‘i‘al“ns«! Ths pulrODiita ol the 
court of a mbng chief could often attract 
artMass to tho capital city and Ibi* explains why Dacca, 
Unrshidabad ot Kruboagar became centres of weaving m 
Bengal or why the western part of the U B— the cradle- 
bed of Mughal Imperialisoa— developed a number of artistic 
handicraft industries The mechauical shll of Lancashire 
18 doe to the inaueoce of Hugo do Lupna m tho Iltb 
century , and the weavers of England were mostly Flemish 
and Huguenot artibaiw who left France on account of 
persecution 


The political causes however, play only a minor part 
m determining localisation in nor times Physical cansos. 
Phyiical and climatic factors pUy some part in 

climatic eausea •“daslnes The concentra 

tioL of the jnte growing industry m Bengal 
can be explained by the physical conflguraUon and rainfall 
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of fawar and eastern Bengal The tea industry has developed 
in areas geographically soitable for its growth, and the 
cotton mill industry has developed in damp areas like 
Bengal and Botnbay or Laiicashixa, because a damp climate 
is particularly suitable for cotton spinning and weaving. 

The most important factors leading to concentration 
are, however, purely economic. Industries concentrate in 

n • areas where raw materials are easily 

i^conaznjQ causes 

available, where a cheap and regular supply 
of fuel can be bad, where the labour supply and banking 
facilities are adequate and where markets are either 
sear at band or eauly approachable by rapid means of 
commauication. 

Psychological causes also are active in some cases. When 
on industry has already been to soma 
extent concentrated in a particular area, 
further concentration will almost automati- 
cally take place. The fact of concentration no doubt gives 
rise to certain new advantages oc external economies ; but 
the momentum of the start also produces an ineratia towards 
concentration which a new-comer can very rarely ovoreome. 

This localisation of industries has both advantages and 
drawbacks. The advantages can be all 
Advantages gammed up in short fay stating that localisa- 
tion increases the fund d external economies — economies that 
become available to any one who comes to the particnlar 
locality frar starting a factory. Subsidiary 
S'^hoidia^^ industries develop for supplying materials 
to the main industry or for farther ntilisa- 

6 
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tiOD of its prodacts Mb&ds of commonicfttioa dsrelop 
The UboQiors m the locality come to 
Skilled labour acquire a hereditary still in their work 
and they find a local market ATOjlable for employment of 
their labour Localisation also Increases banking and finan* 
olal facilities and, by promoting a healthy 
larentioos wi rivalry between deighbottring factories, 

impcoTemeDts 

encourages inTentions and improrementa 
in machinery and m the technique of prodnetion 

Amoog the drawbacks we first note that too much 
concentration m«y mean congestion and 
diffienlties in providiDg dwellings for the 
labourers Unch more important than this 
Coogestioa asd is the fact that a district which is chiefly 

difflo^ties dependent on one indoBtry is liable to 

extreme depression in case of a falling off ID the demand fox 
itsprodnceor of a failure in tha supply of 
Too moch the raw materia) it oses The recent dis* 

oae*iodMti3^ tress itt Lancashue has been due to the fact 

that the whole district came to depend on 
the cotton mill indnetry. but the demaud for the output of 
this mdnstry declined Moreover, too exten* 
Bemand for sive a demand for one kind of labour may 
ofubOTr^**^ make it imposethle for women and children 
to get employmest or lot l&boniers to 
develop their individual faculties 


Q 29 Why 18 tbe jnte mil) Industry of this province 
(Bengal) localised in the neighbomiiood of Calcutta and not 
In the jnte growing areas of Eastern Bengal 7 (£ i , 1929 ) 

An industry ( as we have seen) js localised in a particular 
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area into which politioal, physiial and economio causes lead 
it. It may be difficult to find oct a single area where all 
conditions are fovonrable and therefora the industrialists 
faa^e to select a place where a maiority of the determining 
factors are present. K^ne from the standpoint of easy 
availability of raw materials, Natayanganj, Mymensingh or 
Sitajganj would appear to be the places most snltable 
for the jnte mill indnstry. Bat the centre of this industry 
has been the neigbhonrhood of Calcatta because of the 
easy supply of coal and of laboor and capital, and because 
Calcatta is connected by good means of transport with 
all parts of India and of the world oatside. The momentum 
of start has also been responsible for the concentration of the 
industry in ibis area. Tbe first mill was started at Pishta 
near Oaloatta and oyer since the mills haye centred ronnd 
this zone. 

Q. 80. What hatmfoi eStets follow from an ezeessiye 
dlyialon of labour between persons and places ? (£. A., J0SO.) 

The main object of division of labour is to secure an 
increase in output by mahing the best possible nse of the 
efficiency of tbe labonrers. Tbe advantages of division of 
labour need no recounting ; bat it boa always to be borne 
in mind that If division of laboar — either between persons 
or between geographical areas — is carried to an excess, the 
expected economies may disappear and positive diseconomies 
may ensue. 

Excessive division of labour between persons may result 
in such complication in the atmctnre of organisation that 
it woald be impossible to secure an organic 


EscesBive divi- 
eion of labour 
betrreen peisouB 


developement of tbe ecouomio system as a 
whole. !?iom the standpoint of the 
labourexe, sacb excassive subdivision may 
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lead to a ncmber of iDconvanienccs If a particular labourer 
has got to repeat many times a day and every day in the 
year the same operatioo, hia life becomes dull and monoto- 
nous and bis mtelleotaal life is dwarfed As be does not 
produce any complete thing he ceases to have any pleasure 
and prida in hia work 

bforegrer, excessive salidiTiaioii means that a partjoalar 
labonrer learns only one work or a part of a work If for 
any reason the dencaod for tbst kind of IsboQt dimintsbes. 
the faboorer will have to suffer from unemployment To 
some extent, however, this evil has been mitigated by the 
fact that machines osed lo one industry are o'ten aicmlar 
to those employed in aaother, enshlmg Ishoaren to pass 
from oos industry to another 

Terntonsl dirision of labour, if canned to aq excess will 
also prodnoe similar results Ao area dependent only oa 
one industry wUI fall lu great difBculty if there is ever any 
depression in that particular industry It is becanse of this 
that Bome ‘diversiffcation of mdustriM’’ 
BxeestiTe diTi> tbocigb aoeodaomio, is desirable for every 
between*pU«s W'mtry Excessive territorial division of 
labour also produces other evils like proTid- 
mg no employment for any but one particular kind of 
l&boor, creating coageotion and overcrowdiog etc and 
pioducmg a bit too much of luterdependence between one 
area and another— -an interdependence which may be 
disasterous when trade and commanicatiooa are out off by, 
sa^a war 

Q 31 What are the functions of the entrepreneur ? 
Estimate his importance in the aodern eeonoaiie orcanliia- 
tion IB A 19J3) ® 
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Q. Indicate fcha imporfeant economic fimctions 
performed by tlia metcanlale class. ( B. Com., 1D3Z. ) 

Q. What do yoa mean hy Organisation of Production ? 
Is 0 merchant, a speculator, or a banker an organiser ? 
( B. A., jm . ) 

If production is to be efBciently carried on it is not 
enough to bring together a large quantity of each of the fac- 
tors. The factors have to ho combined in right proportion and 
it ia only where an appropriate factor-combination has been 
reached that production will be at the optimoin point. We 
giye the name oruantsaiion mainly to the 
Se f8otors***° function of co-ordinating the different fac- 
tors of produotios, of combining the factors 
in such proportions that the mtuimom of output can be 
seeored from & glroa amount of rssonrces. The determfoatfoa 
of the appropriate combinatiou is an art that oan be picked 
up only by trial and esperience and the expert organiser has, 
therefore, to undertake full responsibility for the purchase 
of raw materials, borrowing of capital, employment of labour, 
running the isotory, and finally selling the output. 

The function of eo-ordlnation and management is gene- 
rally associated with the taking of risks, and bearing of 
uncertainties. In every buBiness there are 
ubty U“cer- risks ; these risks can sometimes he 

anticipated and allowed for, e.g. in iosu- 
tauce against fire. There are also some entirely unforceabla 
rmoertainties and the enterpreueurs oi’ organisers must be 
prepared to take upon themselves the ancertainties associated 
with business. Though risk-taking and unoertsinty-bearing 
can often be separated from organisation proper, these all 
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generalfy go together aod the tena organisationi m wiJe 
sense includes not only factor co ordination and manageffloat 
but risk taking and unoertainty.beanng too The name 
ertfrrprfncttr is generally given to tba pataoa who undertakes 
these two /unctions 


If the term organisation is taken in this sense and if 
production is taken to mean any eotvice that satisfies a social 
want, merchant, a banker and a specalator 
Ueichants are alt organisers of prodaction A met- 
Spcid”t«8^ chant briogs together the resources neces* 
eary for his operation and takes nsks and 
uncertainties , the epecuUtor has to organise bis purchases 
and sales and aesnue the nsks so inevitably connected 
with bis business A banker also has to organise lus tesour 
cea asd there is practically oo difference ta ntflurs between 
bis services and the services of a merchant or an indue* 
triahst 


The services of the merchant are very important these 
days A merehaot is one who boys things from the place 
where and at the time when it la available, 
meKhsot ^ * stocks them and sells when and where 
required Bis work reqnires great powers 
of organisation a^d watchfalnese and paiticclarly ol correctly 
anticipating the future df production is taken to mean 
merely turning ont m^eriai thiass, a merchant is not a 
producer Bat if prodnctioD meaDS any service that adds 
to thesum total of satls/aotwa in society the merchant is as 
much au orgaDisec ol pzodoction as anybody else 


So long as the system of production temaine capitalistic, 
the importance of the fackvcurdinating and risk bearing 
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eotreprenenr casnot; be minitoised. Meat mea are ei6her 
incapable or unwilling to taka up the function of organising 
prodnotion eren thongb tbs incentive of proiSt is present. 
I t isjbe entrepreneurs wbo make the plans for nro dncbion. 
al locate resonrce s, bring, ont aapplfea in r esponsa to demand 
and distribute tbeir aop plies 07er large area s. The system 
under which capitalists and bosiness-men hold the key is 
open to grave objection, bot so long as tbe system is there, 
the entrepreneur cannot be dispensed with, 

32. What are the different ways in which capital is 

organised ? ( 5 , J.. ) 

Q. Compare the merits and defects of the fbUowing 
types of business organisation : la) private firm, (b) jol&t< 
stock company and (e) co-operative enterprises ? ( 2. 
Oom., m3. ) 

One of the most important problems of industrial organi- 
sation is that of collecting a sufficient amonnt of capital. 
When the scale of business is smalt, tbs amount of capital 
reguiwd may be small enongh to be 
nwr^sy^Btflin^'** by one single entrepreneur. Under 

this prtvafe or $i7igle-eniTepreneiir 

system, business organisation is simide ; one single individnal 
supplies the whole of the amonnt of capital required, manages 
the unit, takes the gains and bears the losses. 

The evolution of organisation has, however, been towards 
an espansioD of scale requiring larger amounts of capital 
every day. When the single-entrepreneur system failed to 
Partoetahip sopply adeqaabe amoants of capital, pariner‘ 
ship was natuially evolved ; a small number 
of persons, usually two or three, jointly supplied the capital, 
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were jointly responsible for manageoieDt, were jointly as well 
as ludividoally liable toe Uie debts of tbe business and 
lastly, were joint partiupaote m gams and sharers of losses 
With tbe growth of factory prodoction partnership 
proved wanting Tbe amount of capital required m a 
modern bosiness is very large and it is not 
^B*rtoerBkp possible for a email nomber of iDdm 

dnals to contnbtite it Besides a partner- 
ship often lacks in continnoos operation , the death or 
witbdravral of a single partner la enough to cause a diBSoIotion, 
The most important defeat oi patnersbip is, however, the 
absence of any Iimitatioa on the liability of an individua] 
partner Each partner being individually liable up to an 
'Bnliintted amoant, a partaerabipu oiten dacgorous fora 
solvent mao particalarly when his partner is onscmpoloos 
and dishonest 

Oot of tbe impe^ectioDS of the partnership system grew 
the modem form of orgsoieatioo known as tbe yofftM/oeb 
/orffi Under this system tbe whole of tbe 
nominal capital required la divided into a 
large number of sbarea, each of a small 
value, and individual investora are invited to purchase these 
shares Tbe shareholders thus are the owners and risk 
takers of tbe firm — bat tbeir risk is limited by tbe ‘LtmtUd 
Lxahxlxiy ’ provision under which a share- 
halility bolder who hM once paid the full value of 
tbe shares porohased cannot be made to pay 
anything more If the capital supplied by tbe shareholders ' 
IS msuScient, a joint stock firm may borrow capital Irom a 
bank, or, in the altemativa it can borrow from the public m 
tbe shape of small units known as debentures 




and there arise from Ihie. problems of discoatspt and of proper 



is eliminated. It is apparent that this spstem of nroduotlT e 
c o-operation c a n ba snccesstnl only ‘when t bs seals of opera - 
tions ia small. In the case of a large soale unit the expert 
entrepreneac cannot be eliminated and the joint-stock system 
has to ba adopted. 

/ Q. 33. Discuss the adTantages and limitations of the joint- 
stock form, ot prodaotiTS enterprise. ( B. Com., 1 936, 1927 - 1 
Q Discuss the advantages and weak points of joint- 
stock companies- ( B. A.. 1933. ) 

The greatest advantage of the joint-stock system is that 


it alone makes possible the present day form 
Collection of a of tjjg indnatnal organisation. The large 
large amoont of ... . ,. - c t « 

capital s^sle bosmess of our times regmres hras ot 

all a large amoimt of capital, secondly con- 
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tinuitp of operations and thirdly soma limitation upon the 
liability of those snpplylng capital A. joint stock boBiness 
makes possible the collection of a hoge 


amount of capital by enabling a large 
scmber of amall myeatora to pool their 


ssTings together Ooatmnity of operations is aecnred by mak 
mg the shares 'impersonal and easily transferable from one 
person to another larestments that a 


that rendered liquid for the mdiyidnal 
and this acts as a protection to the indmdnal shareholder 
Farther protection IS granted by limitation 
may note elao that the 
easy transferability of shares leads to diri 
uoo o! rislu and also to a tendency towards conceotration of 
ownership and maoagemeat in the hands of the shrewd and 
the competent 

On the other side the joint stock system >a not without 
its limitations The wide separation between the owners 
or the eharebolders and the actual managers 
comptioa opens up imaiense seope for fraud and 

corrnptiOD directors and managers possess 
log inside mformation can easily defraud the shareholders 
who get information about their company s affairs only 
once a year The shareholders as a result 
eharehoWere** indifferent and impotent and 

conseqaently, »al power la exercised by 
the directors Labour tronblea are generally frequent m 
joint stock bnsmess beeaase ol the absence of any contact 
l,bo..to«bl.0 tetwem the owners ndlhsemplopnes In 
ccnclnsion we may note that the transfers* 
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bility of shares leaSa fo a nomhec of adTantages no doubt, but 
it also makes stock esohanga speoulatiou possible. This 
stock dachauga speculation is prodnctiFS oi 
of results and soma of the 
major crises of iha recont post owa tbeir 
start to it. Besides, it is the ioiat-stook system that has 
accentuated the present day tandenoy towards combination 
and monopoly. 

It should, however, be noted that it is the joint-stock 
system that has made the present day industrial organisation 
aoaolcsion poKible. If capital-using production is to 
be reconciled with any social system short 
of socialism, the joint-stock method is the only possible 
method of business organisation. Marshal would say that the 
present day system is rendered possible by the growth of 
business morality ; to a large estent, however, the evils of 
the joint-stock system are stilt there and there have been is 
every coontry attempts to check these evils by restrictive 
legislation. 

Q. 34. Discuss the merits and defects of monopoly 
industry. ( S, Com-, 1929. ) 

Q. Describe the various forma of combinations among 
producers. Discuss their economic effects. ( B. A,, lOl-i, 
1927, 1922.) 

v/Q. "What are Trusts and Cartels ? Examine their 
merits and demerits. ( B. A-, 1915 . } 

Whan producers owning individual units of business find 
that they have reached the limits of espansiD of the scafe 
of production they can still expect to gain further economies 
by expanding the scale (if mamigeaeat. This can be secured 
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by mflans of cooibinatioB wb>cl* niay b9 of two broad typos 
V?hea a Btimber of basioess amts exactly abko m the natoro 
of the work <3oaa aad 00EQp®lJOg freely with 000 acolher 
CQvbiDe together, eneh comhioaliOQ 
HonzentalanJ known as , when a combination*' 

Yertieal combmi formed among a namber of amts prcdn* 
ciagdiSerrot commoditifB related to each 
other Jn eocb a way that one is necossary for the prodaction 
of another, the combination u %tTltcal. Thus a combination 
among a nnzuber of cotton nnlls, or among a nninber of sugar 
factories would be a horizontal one, while a combination 
among an iron mioa, a coat mine, a manganese tame an iron 
smelting factory, « steel factory and aa engineering coacera 
woold be rertieal combioatioa 

d. borizootal combioation aims at secQnng the adTanisges 
of large scale management particolarly in purchase and sale, 
and becoudly »( isouopohMlioa d Tertical 
coffibiaatton aims at ehmioattng the middle* 
men's profits and assnnng a cootinnoos sopply of raw 
materials sod aD'>illary materisU to the main industry, at 
the same time prondiog tbo fermer groap With a steady 
demand A combination can also secure eoocomiea by eli- 
minattog Che wastes of competition and contribute towards 
mitigation of induetria] fiactoations 

The honzontaf combinstion may bo of difforont dogrcca 
Porma 0/ comil ccfgrades The commonest tyI^0cf horizontal 
combination is the Tnut or a federation 
of firms, each making oTer its power of 
controf to a common body of trostoes The firms that com- 
bine into a trust lose their separata legal existence, and the 
common masageinent that IS institoted comes to hare com* 


AdTsntagee 



PBODUCTIOlt 


plete control ovor every matter connected with production 
and sale. Trusts originated in the U. S. A., and in some' 
form or other have spread practically all over the world. 

’ The German form known as Kartel is a loose organisation 
^ ^ j mainly attempting to maintain monopoly 

power but not directly interfering in the 
internal management of the component firms. The combi- 
ning firms do not lose their separate esiatanca and autonomy. 
They merely ogreo to delegate some matters of common' 
interest to the pommon organisation instituted. Generally 
a Kartel aims at regulating and rationing of output or at 
controlling prices, through a single selling bureau for the' 
whole industry. 

Pool is the name given to any arrangement for limiting 
competition. In the U- S. A. after Tmsts 
were made illegal by the Sherman Anti- 
Trust-Aot of 1690, a new sort of organisation known as 
holding companies was formed. A holding 
company woold bold abares in large- 
numbers of the companies wanting to unite and would thus 
secure unity without directly appearing to have done so. 
The limiting form of combination is no doubt a complete 
Fusion or Merger under which a bran new 
organisation r^aoes the pre-existing ones 
and the latter lose their identity in the former. 

We have already indicated the possiblo gains from 
industrial combinationa. Wa find, however, that sometimes 

„ „ a combination may oanse great fluetations 

Evil effaots ... . 

rather than avoid these. It 13 (juice con- 
ceivable", says Taussig, "that it may intensify rather than 
mitigate finotnatioD. A gambling promoter and a patebed- 


Tool 


Holdicg company 


Fusion or Merger 



BSSEVTIALS OP QBNBBAJi ECONOMICS 


Oi 

Op combmatiOD «n attempt to rase pncea and profits, 
gQddoa puucturing of tbe infiated eotarpriso asd a collapse 
on the stock market, these are femillar episodes of recent 
times'' From the standpoint of the consomar the greatest 
danger of combination is that an artiSeullp high price 
may be songbt to be msinUiDod — if necessary, eren by 
damptog of snrplas stock abroad And esamplaa bare 
not been rare wbeo combinatioua controlled by powerfnl 
basincssmeo hare cormpted political life by indncing the 
gorernmeDt or the legisUtnre to act in the interests 
of the hnsinessmen and agaiost the lolereat of tbs people 

Vq 35 01acasa the caosca farourips the fonnstloa of 
ttasta TTbat la you opiaioa Is the beat means of mini 
a^ug the erUs aiscclatei with tmsts ? {JJ Com , IPiS, 

ms ) 

Tmsts can be formed only when indastiiaJ derelopfflent 
has proceeded far eoongh to expand anfifieiently the scale 
ol operation in tba indindoal sou of basisees, to make 
process and technigae almost standardised, to widen the 
market and to hare brought about some amonnt of 
localisation of industry If there is as 
MMr^dnebJo* of * greater volume of economy 

from expaosioD we may bold that the drst 
condition faTOUnng the formation of a trust is present 

The second cause farooriDg the formation of a trust is tbs 
expectation of positive benefits from the expansion of the 
scale of management There are certain 

^onorayof tecbnioal and etmotural economies that 

large scale , 

management Urge scale management can secure and the 
producers jouuog a tmst are naturally 
stimulated by the desire to secure these 
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Do 


The meat important cause of formation of trasts is the 
desire to fiaeare monopoly gains. These monopoly gains are 
monopoly gains ^ hipest when the demand for 

the commodity is inelastio or when, what 
is more important to the producer, the cost of production 
decreases sharply with an increase in ontput. 'Wa can, 
therefore, hold that any causa that makes demand inelastic 
or makes cost decrease is a oauss fayonring the formation 
of a trust. 

Attempts to check the evils of trusts by legislation have 
mostly failed- In the U. S. A. an Anti-Trust Act was passed 
in 1890 but shrewd businessmen evolved a 
Attempts number of methods for evading the law. 

eombisatloQ has now come to be recognised that It is 

not possible to prevent combinations from 
coming into esietenee by means of legislation. All that can 
be done is to regulate thar activities. Laws can bs made 
for regaUtiog capitalisation, rate-ontting, preferential rates 
and rebates, and for fixing prices and profits. Bationab'sa- 
tion of industries by which we mean a policy of elimination 
of wastes through combination together with one of main- 
taining stability may go a long way. Scientific rationalisation 
combined with sound laws may, to some extent, check the 
evil ofieots of combination. 

Q, 38. Consider how far the cooperative form of busi- 
ness organisaticn is an improvement upon the joint stock 
type. { B. CoTii., IDio . ) 

Though the joint stock type is the most common {orm of 
business organisation, its limitaiuons and ehoitcomiugs have 
led many to favour the cooperative type of management. In 
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a joint stock company the legal ownore are the sharebcldera 
but real power docs not and cannot bs exercised by them 
A class of persons, known Tanoasly as managers, managing 
directors or msDagmg agents control ererytbiag and practi- 
cally all the OTils of capitalaatio production emerge from the 
diTorgencs between legal ownership and real control and 
that between ownership and work In the capital market, 
the joint stock system has led to the concentrattoa of control 
in the banda of a small nombar of financiers and to specu- 
lation , in tbs field of labonr tho joint slock system has led 
to conflicts of interest between the owners and the workers 
fbe cooperative system. It la claimed, will be free from 
all these detects The workers managers and owners will 
all bs identical and eo there will bo so aoope for any 
divergence of interest If ten weavers would combine their 
resources for estabUshiog a cooperative weaving shed and 
then work themselves as laboorers, wages, interest and prfr 
fits would come to the same hsnds and most of the problems 
of present day productive organisation would disapear On 
this ground it is argued that a widespread development of 
cooperative prodnclion would produce a type of business 
organisation suponor to the joint stock system 

There are, however, two important limitations that make 
such a programme nnpracticable First, the cooperative 
system is particularly suited to small scale production If 
large-scale production bse to be developed, cooperative 
management would provo nuwieidy Secondly modem pro- 
duction requires the services of technical experts and also of 
expert managers and entrepreneurs The cooperative system 

seeks to do away with this specially trained class of persons 

and It is evident that that this wiU mean failure at least in 



PBODOCTIOH 


97 


thosa indasfiriea in whioh &^>grade technical and mana- 
gerial skill is incUspensable. 

Q- li7. Ssplain catefhlly tbe Ia>ws of Increasing. Decrea- 
sing and Constant Eefenrn- ( S. A., J922 . ) 

The most onircrsal foct lagardiag the relation between 
tbe Tesonrcsa employed and. the tacux&a secnred ia that the 
optimum rstarn is obtained when the most appropriate com- 
bioatian of factors of production is pat into operation. It 
ia difBcoIt to discover this optimam of 
faotor-combinatioB and every producer 
has to find it ont foe himseli by trial and 
error. , So long as tbis optimam is not reached, any luoiease 
in the quantity of the deficient factor woald lead to 
iooreuing retacne ; and when (ho optimam has been crossed, 
any farther application of a particolar (actor wooid distarb 
the oombinatioQ and diminishine returns would follow. 

In maasfeotuces tbero arc immeose possibilities of 
Bscarieg ecopomies from capital and organisation by an 
expansion of the scale of operatione. Betarns go on in- 
creasing at a more than proportionate rate with every 
increase in the amount of capitai, and hence of lahoar 
employed, and cost of prodaction pec nnit of oatpat falls. 

There will, however, soonet or later, come a stage when 
a further increase in the amonnt of capital employed would 
make the firm anmanage&ble, i. s. the 
organfeation-faetor would he inadequate 
in comparison with (be capital-factor, and 
after (his stage diminisliing ratnrfls would he obtained. 
Even in 'the earlier stages, if the amount of capital goods 
employed is increased' without increasing at the same time 

7 
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the nninber of labourers offiplofej, increasing returns ^ould 
cease 

In agriculture, dinumsbing returns is the general rnle, 
because an increase iQ the amount of labour and capital is 
unacccmpanied by an increase in the laud>factor Increasing 
returns may be experienced in agnealtare when the amount 
of labour and capital already being applied is inadequate 
for fnll development of the powers of the soil , in such a 
case, a farther application of capital and labour would mean 
a nearer approach to the optimnm factor combination, 
and hence returns would go on increasing until tbig optimum 
18 reached 

The operation of the law of constant returns is to most 
oases sothiog mors than a theoretical posiihility la the 

- . . . same industry, one psrt ol the work may 

Constsat rsloroi ^ . , .*7 , . . ' 

be done under conditions of diminishing 

returns or tacreasiug cost, while another {art of the work 
may be done under conditions of increasing returoa os 
decreaemg cost In the flour makiog induslry, for example, 
the cost of wheat would gradually increase with an increase 
in output, while the cost of turiuag wheat into flour would 
gradually fall If the increase in one part of the cost is 
]ust neutralised by the fall id the other putt, we get on the 
whole, a case of constant C09t or constant returns Snch 
cases, however, are rare and in actual eipeneuce we get 
either diminishing returns or increasing returns 

^ Q 3S * Broadly speaking while the part which j;ature 
plays lu production confonna to the law of Diminishing 
Betucn the part which mau plays conforms to the law 
of Increasing Retuta Discuss [BJL,1932) 

In every branch oi product on man and nature are 
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the fiwo fundamental facinra. To a certain extent natnra 
13 very gsnerona — our resources, onr energies, our means of 
commuuication all depend on wbat we get from nature. 
Bat natace'a muoificeitce is limited. Mature gives, but not 
wltboat making it difficnlt to receive. 

The part which man plays in prodnction consists, first, 
in utilising fully all that can be secured easily from nature, 
and secondly, in ovetcoming the limitations set by nature. 
In so far as man is successfal in securing both of these 
objectives, he would be able to secure increasing returns. 

In manufactures the depeudeuce on nature 
toPb'taDca .nd all Boisotido 
inveutioDS have been directed to the 
overcoming of the limitatious end obstacles set by nature. 
In agrloulture, oa the other band, the dependence on natnra 
is great and soleutific iaventious have not yet been perfected 
so much as to be able to overcome the effects of this 
dependence. Naturally, therefore, mau plays a com* 
paratively subordinate part iu agrtoulture, wblle nature 
dominates, and the couseqneuce is that human attempts 
to secure larger outputs ere not rewarded by even propor- 
tionate increases. 

Bven in manufactures, the law of increasing returns 
operates only so long as man is able to overcome the 
obstacles set by nature.' The thrust of nature, however, 
always condnues, and a stage may come 
Ultimately _ when the accumulated obstacles become 
datura dominates 

so great as to be unconquerable- Baw 
materials may bsoome scarce, power resources may be 
inadequate, the strain on labourers’ muscles and nerves 
may bscome unbearable, and the work of management may 
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baoome too complicated tea beiag coped with by nctipaJ 
human intelligenca Hero aguOi nature begins to play a 
dominant part and manulaBturing industTiea begin to Bbow 
a tendency towards dimmiahiDg returoa So long, therefore, 
as man dominateB over nature, production follows the law 
ot increasing return*, and when nature dominates and man 
plays a comparatively minor part, the law ol dnmnishing 
returns would operate This principle is as true cl agri- 
culture as of manufactures 


yt ^ 39 Explain why an Incteasa in the Teltune of produe 
tiOQ, whather m the tiuEle firm or in the trade, nsnally 
bnngs with it a decreased cost of production per mut 
( B Oom^ WS ) 


lo a manafactonng lodustry an increase in the output 
of a single firm usually means a reduction in the output 
This 18 duo tret to the genersi economies of large scale 
pTodaction An increase in output is generally Bought to- 
be secured through as increased use of machinery, or use of 
better maebiusry or improved organisation of labour In 
any case, an espassiou of the scale of production will brmg 
a lowering of tbe average cost of production, because of the 
economies of machinery, skill and materials that would be 
available 

Besides an increase m output does not mean an increase 
in every item of tbe cost of production Thera are some 
items, as managers salastes. loteieat on capital, etc., which 
remain unchanged when there is an lacrease m output oa a 
moderate scale The part of the cost is known as supple- 
mentary cost Thera are other items, known as pmne costs, 
which vary with every change m the output, e g cost of raw 
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materials, TOges of labours, paokiog end transport charges, 
etc. Now, an increase in oQipofc means an increase in the 
prime costs only, while the sapplementary or over head costs 
reaaain more or loss fixed. This partial fixity of the cost- 
sohodnlQ means that oTerage cost will decreaso with every 
inoreaso in the outpnt. 

In the trade os a whole, ui tnciease in the volnme of 
production leads to tho growth of astemal economics. Loca- 
lisation of industry gets no impetus, new inventions are 
cncoatagcd, now means of commaoications develop and the 
heonness of competitioo oocoaragos every prodocer to 
economise at every possible point. Broadiy, therefore, it may 
be said that &a increase in tho oatpnt causes internal eco- 
Bomios in tbs individual firm aud oxteinil economies in the 
Industry as a whole and thus the result in either ease is a 
lowering of the cost per unit. 

Q. 10, Write short notes on (a) Ssternal and. Internal 
economies, (h) Bstionolisatlon, (o) the Entrepteoeur. 

(<z) By External economies wo mean those economies 
that arise from the general development of an industry, and 
in which every firm can share. These 
Estotnal and external economies arise very largely from 
localisation of industry. If, as tho result 
of localisation in a purtionlar area, means 
of communication develop, sabstdiary industries grow or 
labour becomes efiicient, these advantages would be available 
to all entrepreneurs and these can, therefore, be regarded as 
external economies. Intecnat economies, on the other hand, 
are dependent on the resonxees of aa individual bouse 
or business. Tho internal economies of a firm are its own 
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and these will uatarally be different from the iPtenial 
econcroies enjoyed by another II a particular fir® uses 
a particular organisation of labour and ol proces5e‘'p or a 
partioalar technique of ptodnction or a particular set of 
machices, the‘:e would be economies internal to the fir® 

(b) Bationalisaticn is the came giren to the method of 
tecbuique and organisation designed to secure the mi®®®o 
nationalisation waste alher of effort ot of matensla It 
includes a number of lines of actioOi e. g , 
standardisation ot materials and prodncts, simphfieati®* 
Taneties reduction of waste, seientiCo management, use of 
specialiBCd machiuery, combination, eto Bationabsatiou 
as an industrial policy became popular first m Oenssny 
where post'wsr re organisation was iound foil of obstacles, 
and later spread m tbe U S A and other oonntiies 

(e) The Entrepreneor le the person who snpphes tbs 
factor of organisation, risbtaking and UDceriai&ty'beaning 
E,tepro,.u """ ““ >>» ‘“'I to '» to 

co-oidmate the different factors ot pi'°d°c 
tion, s e to bnng them together m right proportions. In 
doing this be requires a very high degree of ability, and this 
la why entreprenenn of the firet order are very rate An 
ideal entreprenenr, says Marehall must bare a thorough 
knowledge of men and of things and mast be able to judge 
cantionsly as well as to andertake naks boldly 

Q 41 Name four articles which you consider to be 
inelastic m supply Qiva Teaeoai in each case {BA, 1943) 
Elasticity of supply means responsiveness of supply to 
changes in price, and it can bo ^measured by the ratio be- 
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fcwean the degree of change in supply and the degree of 
ohanga in price. If a sUght rise in price causes a great in- 
crease In snpply or alight fall in price reduces prodnction 
considerably, snpply can ba ragocded as highly elastic. An 
inelastic snpply will be experienced when production does 
not change appreciably as the reanlb of a change in pries. 

Land is a good eumple of a commodity of which the 
snpply is inelastic. Though it is possible to change the 
supply of land for one pariianlar purpose in prefarencs to 
another, the total sup^y of land in any country is died. 
Some inoceasQ con be made in the availabh supply throngh 
isolamation or deforestation, aod some reduction in the 
ayailable supply is perhaps possible If some areas are allowed 
to fall into disuse. But the effects of all these are on a 
minor scale, and it is generally true that the supply of land 
is inelastic In its response to changes In tbe price of land. 

Another good example is gold. New supplies of gold is 
auoh & small part of the total stock ovailable in the market 
that price depends upon the accumulated aggregate of past 
production and not upon current output. Small ebanges 
in the price of gold do not materisUy affect the total supply 
of gold in the markets of tbe world. 

Non-reproduoibis articles proTide us with many illustra- 
tions of inelastic supply. There is only one copy of the 
ori^nal painting of Mona Idsa by Leonardo da Yinci. 
Changes in the price of this painting will not cause any 
expansion or contraction in its supply. 

Lastly, human labour is a coounodity of wbiob tbe supply 
is often inelastic. Supply of labour as a whole or of highly 
specialised labour in a non-competing gronp does not respond 
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easily to ohaDgea in the prevaiUng wage rates A fall in the 
wages for mannal labour «iU not relace at once the 
ot such labourara, and a rite in doctors fees will not imm©- 
fiiately mcreasn the supply of doctors. 


CHAPTER V 

^ Valua 

Q 1 The theory of prices may he rrguded as the 
tsntial yiohlea of econoait atoOy teinlag the key to the 
uideiitaoduig ofall other eeooomlo pbenonena plimis 
(a Com, 2953 ) 

Ic ecooooies the theory of raloe is of fondameDtal 


itQpoita&ce If ecocotoios u defined as the soianna of 
material welfare its central problem naturally is the 
measuremeDt sad oompaiisuo ot the power of different 


comaioditiee to yield welfare and this can 
be dmo only by erslcating one thing m 
terms of anotbar, or things in geueral in 


terms of a conoioa etaadard of measorement This ovalu' 


alien is constaatly being done by cTeryone of ns , when we 
get a thing we base generally to sacrifice another and in 
doing so we hsTB to Toeasnre the value oi one m terms 
of the other The theory of vslno is merely an analysis of 
the farces that detwinvas and undetly the ptoeess of vain* 
alien These forew sia partly subjective depending on the 
psychological reaction that the poaseseicn or loss of s commo- 
dity tan produce, and paxUy objective, depending on the 
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taobniqaa of production and tha availability of resources. 
These forces affect different prohletus of value iu different 
de^grees and the economist baa to find out the > general 
principles emanating from tho interplay of ail or some of 
these forces. 


In a. sense, every important economic problem is a dedno- 
tioE from the eantral theory of volno. Tha vrhola of the 
theory of distribation is only an application 
fto^tbe^heory theory of value for determinbg tha 

of valaa forces undarlyiog the social svalnation of 

the service of land, labour, capital and 
oeganisation. The theory of the value of money, tbe theory of 
inberoational trade, the theory of iocidencs oi taxes and of 
bounties ate all corollaries derivable from tbe theory of value. 


2. Define the teem 'market’. What are the chief 
conditions which a commodity most satisfy to have a wide 
market ? State with reasons what you would oxpect to be 
the extent of the market for bricks, fresh vegetables and 
precious metals. ( B. A. 1920 . ) 

/ The word ‘market’ is ordinarily nsed to mean a piece 
where buyers and sellers meet. In economies the word is 
used to signify the whole range of operations between tbe 
buyers and sellers of a paxtionlar commodity, and is not 
consequently confined to any specified 
* deSni- iQ^amy. 5iiie definition given by Cournot 
is perhaps the beat : Economists, says ho, 
understand by the term ’market’ not any particular market 
place in which things are bought and sold, but the whole 
of any region in which buyers and sellers are in such free 
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mtercoarES with one another that tbs pricas ot the sams 
goods tend to eqaality easily uni (jaict:ly 

The inatket for some commodities is wide and for Boise 
it 13 very narrow Generally speaking the market is wide 
for commodities for which there is a large 
wide matkeV * demand and which are ospabla of being 
eostfp ORii txQ£tly ietcnbed. If the articles 
ace such that csa be represented by mmyltt or ecitfy graded 
mto Btandard types, the marlrei is Jikely to bo wide. Besides, 
commodities can hara a wide market if they are easily 
portable, fairly durable and cctUatn a large value tn a small 
bulk Gold. EiWer sod stock exchange seeorities of the 
highest groop sstiefy ill these cooditicos and bare, therefore, 
a World-Wide market , eo the other bend, bncks and fresh 
yegetables hare rery narrow markets because they are oot 
easily portable, nor datable, nor do they contain a Urge 
T&fae m a small hoik. 

V Q. 3 Diatuigaisli between valoe and price and mgaire 
whether there can be a general rise of Talnea and a general 
rise of prices (BA 1921 ) 

The word ralae is seed la Eooacmtci to denote the 
power which a commodity has got of commanding other 
thfogs in eichaoge These "other things" 
can be chosen from all commodities we 
see aroaod ns and, toerefora can be espiessed in terms 
of any and every commodity As it is incoaveoient to 
Jug, express Taloea of commodities m terms of 

- one another, it has become nsual to meuara 

all ralaes m terms of money and when this is done, valae 
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is eallsd pries. Pries, tbersfor^ is tbs FaJae-in'esobaDgs 
of a commodity expressed in terms of money. 

From tho above, it appears that there cannot be a 
general rise ( or fall ) of all valoes while there can be a 
general rise or fail of prices. If by valna 
faU*of prices mean a ratb between one commodity 

and another, the rise in tbs value of a 
table in terms of ebaira woald antomatically imply a fall 
in the valne of oboirs in terms of tables. All valnes 
cannot, therefore, rise together or fall togother. A general 
rise or fall ia prices is, however, possible, and probable 
too. Whan tbs supply of commodities is too large as 
oompated with the amoant of mooey people are willing, 
to spend, all prices will fall and tbo reverse will happen 
when people oSec a large auoQot of mooey bnt goods are 
soaroe. A general fall or rise in pricce, therefore, cos take 
place ( bringing about, of course, a rise or fall in the value 
0/ money itself ). 


(]. Water is more useful than gold ; yet gold has 
a greater market valne tban water. How do you explain 
this paradox ? ( 5 .A , lOSZ- ) 

Q. Iron is mote nseful tban diamonds, yet diamonds are 
ittcontrovartibly more valnablo- How would you explain 
this 7 [B.A. 1937 . ) 

The value of a commodity is. no doubt, largely dependent 
on the utility of the thing. At least, we can deficitsly 
show that though a commodity having 


proportioD.il to 
utility 


utility may have no value in the market, 
some ntility is essential if there is to be 
any valoe. Valne, howaver. is never propor- 


tional to utility. The reason is that the supply of a 
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commodity h»3 a. Tory important mflaenoe on value 
Water may be , more naelnl than gold but water is at the 
same time available in almoit onlimited quaiititiej while 
gold IS very scarce It la this scarcity of gold that makes 
Its market value high la the same way though iron is 
more osefal than diamonds the relative scarcity of diamonds 
and ptentifalness of iron make the former more valuable 
than the latter 

We can give scjeotifio precision to the remarks made 
above by statnmg that valne depends on marginal utility 
and not on total utility The total utility 

Msrgiaal utility d water is infinitely large but its plentifal 
IS no lodieator of , . . . 

total utility ness makes its marginal ntility low ana 
price nllimately egnsls marginal utility 
Ob t^ie other hand gold may yield a small degree ol tofai 
util ty but its scarcity makes its marginal utility high The 
marginal utility depends not only on the want satisfying 
power of the commodity but also on the supply and the rate 
at which <atiety is approached This marginal utility as 
Matshalf eays is no indicator of the total utility and this 
13 why Che value of a very nsefol thing may bo low while 
the value of a less nsefnl thing may bs high 

5 Ezamins the icdnences on the side of supply that 
deteimme value and show that the term cost of produc 
tion bears more thai) one interpietation (B Com I9i5 ) 
The price of a commodity under given condilions of 
demand is dependent cn the supply and more fnndamen 
tally on the lactcrs goveming the supply It is not enough 
to say that a targa supply will lower the price and a small 
supply will increase it It u norasaary to esplam why the 
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supply o{ some commo^tic3 is laTg-3 and tbnt of others 
small. 

Supply depends fandamODbilly on tbo ivoilabillty and 
altarnativo uses of tesoarcea. Tho production of oTery 
commodity reiinires tho comUnatioQ of various types of ro- 
sources like raw inaterinls, fnol, labour, oto. Tbo plentiful- 
ness or scarcity of tbeso resources aod tho extent to which 
these can be diverted from other altortmtivo uses deteimiiie 
tho supply when conditions of demand are given. These 
indncDces operative on the supply side nro reflected in what 
is called tho “cost of production". 

The torm cost of production boars moro than ono iuter- 
piotatiou. Trom the standpoint of tho businessmoo, coat of 
prodnctlon means tho actual mouetary outlay made for tbe 
prodnotiou of a commodity— includlog wages for tho sorvicas 
of tho producer himself. Tbis'moue]/ cent of froiwtioii or 
'ospoosos of production' is directly cfTeotive in setting the 
lower limit to tbo prico of tbo coenmedity produced. Some- 
times, by cost of production wo mean the efforts, sacrifice- 
and pain undergone in producing a commodity. If wages in 
every case bad measured tbo offort and strain of tho labourer 
and if intorcst bad measured tho sacriSco of tho capitalist in 
every instance, then this cost of production in terms of 
sacrifices or the real coit of prodnotfoii would have been 
correctly represented by the money cost of production. But 
this correspondence is rarely found. 

Cost of production has boen moro reoantly ooucaived of 
as an aggregate expregsion of alternatives displaced as tho 
result of producing some parbienlar thing. So long as re- 
sources are limited and they have alternative uses, tho pro- 
ductioD of any ono thing moans that somo other things can- 
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not be prodaced Thus while eociet; gains (rom tbe supply 
ol some particular commodity« it loses tbe opportunity of 
produoDg other things This opportunity cat is tbe measure 
of the social loss to be act off against tbe gain from the pro- 
ductiou of anything 

It IB however to be noted that to the bugiaessmen it is 
tbe money cost alone that matters Tbe economist seeks a 
correspondence between money cost and real cost or between 
money cost and opportuoity cost The businessman takes 
into account bis monetary ontl&y only and price in tbe long 
run 13 eqnal to the money cost of production of the marginal 
producer 

v/q 6 'Value supply and demand are ujterdepeadeat' 
Esplaia this statement ( D Oom , 1S31 ) 

Q ExpUla how ptice is determuisd in a market asder 
perfect eompetitUo (ff A , 1029 ) 

Q Show that the price of a comaiodlty under perfeet 
compatltwa tends to coacide with the oarginal utility on 
tbe one hand and the marginal cost of production on the 
other { B A 2945 ) 

Ja Explain kow unrestnotod cempatlUoo amongst in 
numerable buyers and sellers makes only one price pteTail 
in a market ( E ^ , ISig ) 

Price under compatitioo IS determined by the interplay 

of two sets of forces— one coming from the side of buyers 
and tbe other from that of tbo sellers 
hyd.„.„d „d 

and demand supply. But it should be remembered that 
demand and supply are not independent 

determinants of Talae-tbey themselves are affected consi- 
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derably by cbangea in Talne. A change in demand or 
in supply will causa a change in vElue, and on the other 
side any change in yalne will causa a changa in demand 
as well as in supply. A rise in value will increase supply 
and reduce demand ; a fair in value will lednca supply 
and increase demand. tTItimately as the result of this 
interdependence of value, demand and supply, value will 
come to be settled at the point where the amount demanded 
will be e^ual to the amount supplied. 

On the si^e of demand, value wUi equal the marginal 
utility q{ the commodity. The marginal utility depends 
on the relative waot^satisfying power of 
VaSa”^ *^ls ' commodity and on the number of 

ilarginM utility available. If the marginal utility is 

great, buyers will offer higher prices which 
will attract larger supplies. This increase in supply will 
lower marginal utility and ultimately the marginal utility 
will be eqnal to the price. To put it very briefly, 
buyers will buy mors if marginal utility is greater than 
price, and will buy less if marginal utility is less than price. 
The effect of this on supply will lower the marginal utility 
in the farmer case and will raise in the latter case— leading 
ultimately to an equaUty of marginal utility with price. 

On the side of supply, we find that usually a number of 
competing firms supply the same commodity. As entre* 

• preneurs differ in ability and firms differ 
Supply side ; in e&ciency of orgauisation, the cost of 
Ma^lnalco^S production will be Afferent to the different 
of piodaction firms. The price that is offered by the 
buyers must cover the cost of production 
of the least efficient among these firms whose outputs are 
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reijuiced to meat the aSeotivo demand in the market If the 
pttcQ IS lowar than this eoit, the least efllcient producer will 
not produce, and, tborerore. supply mil fall short of Remand; 
if the price is higher than this cn>t, the pateotial producers 
who are worse ereu than the above mentioned least efficient 
producer will begin to produce and consetpuently supply will 
exceed demand Demand and supply will be at equilibrium 
only when price IS equal to the cost of production of the 
least ofllcient among those producers whose ontputs are re> 
quired to maintain this equilibnam, t s to what ws call the 
ma^tnaf cost 0 / proiucfton 

In equiUbtiucn demand musk equal supply , for if demand 
exceeds supply, price will ri»d aud it it falls short of supply. 

price will fall At the point at which a 
SifSJalaiility socuted. price equals the 

oqnsu eoit of margioal utility <m the side of demand and 
the'ms^^ia** marginal ccat of production on the side 

of supply If. with a given supply in the 
market, marginal utility is higher tbau the marginal cost. 
pioduceiB will find it profitable to bring more supplies But 
this in itself will lower the marginal utibty and raise the 
marginal oost, bringing them nearer to one auotbei until 
they become equal Similarly, if the marginal utility is less 
than the marginal cost, supply wiU bo curtailed and this will 
again laise the marginal utility and lower tha marginal cost 
We may conclude, therefore, that und^r competition price is 
determinad at the point where the amount demanded equals 
the amount supplied and where Uie demand price or margi* 
nal utihty equals the supply price or tha marginal coat of 
prodootioo 
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Q. 7. Analyse the effect of an increase In demand on 
prices over short and lone periods. ( B. Com., 1938 . ) 

Q. Explain the impo rtance of the time-element in th e 
t heory of toI us. ( B. A., 1937 ). ' If 

In economics, as In other social sciences, we have often 
to dlsringmsh between ths immediate and 
o*" ^tween the abort neriod 
and the long period . A partioalar caosa 
may prodnce a particolar immediate effect bat ^alta s 
different effect in the long period. 

li, for eiampie, there is an increase in the demand for a 
commodity, the immediate effect in every case will be an 
increase in price; the altimate or the 
Effect ol an long period effect will, howarer, depend 
demand notnre of the commodity, or more 

particolarly, npon the way cost of prodnc* 
tlon will behave as the resnlt of incisased prodnotion 
following the inocease in demand- An inoreased demand will 
ultimately bring abont an inocease tn production. This 
increase in production will raise the expenses of production 
in the case of an sgrienltar&l commodity prodncsd under 
conditaons of ditninishing return, lower 
Xiocg period the expenses in the case of a commodity 
produced nnder the operation of the law of 
production increasing retDros, and will keep the cost 

stable in the cose of a commodity prodnced 
under constant returns. Xhongh the short period effect of an 
increase in demand will bo to raise price in every case, the 
long period effect will vary ; price will fall in the case of 
a commodity prodnced under increasing returns, rise in the 
8 
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case of a commodity prodaced aoder diminishing returns, 
and remain steady at its cdd larel u the case of a commodity 
produced under constant refcnme- 

The importance of the distinction between the short 
period and the long psnod is most clearly seeu lu the 
relation between the market price and the 
Short penod normal price The penod taken onder 
^ consideration may sometimes be so short 
normal price as to make any adjustment of supply to 
demand impossible If m such a short 
panod a change in demand takes plae;. the supply will 
not be eapthle of bem; changed at oooe, and haoee the 
demand side be dominant in dotermimng value If, 
however the period of time is long enough to enable producers 
to adjuit the supply to any change la demand, it is the cost 
of prodaetioo of the marginal producers that will determine 
Talus The long period demand is compuratirely stable, 
and so a change m value will generally be caused by 
some change u cost-oooditions. Ws may 
^e^f^e remember the general principle enunciated 
by Marshall "As a general rule, the 
shorter the period we are eonaidarmg the greater must 
be the sbata of our attealion which is giTsa to the mfinence 
of demand ou value and the Imiger the period the more 
important will be the influenoe of cost of production on 
value" 

The irAportance of the time element is seen in other 


Pnme cost and 
Supplementary 


direotiMM also The most important of 
these IS experienced m the distinction 
between prune cost and supplementary 
cent The very distmctioa u largely 
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dependent on the length of time we consider j and, besides, 
their relative importanca is also different in different 
periods of time. 

Q. 8. Write a short note on normal value. ( B. A., 
J923. ) 

Q. What is market price ? How is it distinguished 
from normal price ? { £. A., 1923 , ) 

The normal value of a commodity is that value which 
would be sfcahla in the long run when the forces of demand 
4ad of supply have bad fall time to esert their indu- 
eaces. The normal value is, therefore, 
long Ton^valae loog'period voine under oouditlons of 

competitioQ. . In the short period, a change 
in demand will at onoe dhtucb equilibrium and supply will 
have no time to adjust itself to the change. Bni in the long 
period, supply will be ezaotly what can be disposed of 
and hence the price will have a tendency to be stable. 

If normal price is defined os the long period equilibrium 
price, it is easy to see that the diort period market price 
may yary from it though the range of 

“State,". ™“«»« eiMt- li-* 

market price is the day-to-day price in 
the market, varying ^th every change in the conditions 
of demand and supply. This market price, however, will 
have a tendency to range round tbs long period normal 
price. If the market price remains for 
— But not very Jong below the normal price, production 
te.iSi'°prio. >» talnid .»am lie reTeisa case 
prcduction will increase. Hence, market 
price will always tend to come back to the level of the 
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normal price, aod If there is an; deriation, it will not be 
of any far-reaching effect 

The tendency for the day-to-day market price to reach 
the bug period normal price is bionght abont also by the 
mflaence of specnUtion The main effect 
^^cuktion speculation is to bring abont an eqnahty 

between the market prica and the bng 
term price If the market pnoe at any moment is lower 
than what the specnlaCor anticipates tbs long term prioe to 
be, the speculator bays large stocks, if tbs market price 
appears to be higher than the long term price, the spseulatoi 
sells forward If his snlimpations corns to he true, he 
gains and at the same tune helps to bnsg abont an equal 
distribution of stocks orer tbsssasoQ Bis purchases make 
the price rise and bis sales make the price fall and m this 
wsy the market price comes to be equal or nearly equal to 
the long period oormsl pnoe 

^ Q 9 hlarket values are goversed by the relation 
of demand to stocks actnally ia the maiket , with more 
or less xefeience to fntnie supplies and not without 
some infiaenee of trsde coabination Explain and. 
illnstrate [BA, 1928 . ) 

By the market value of a commodity we mean the day- 
to-day price that comes to be determined as the result of 
short period conditions affecting demand and supply In 
the short period, changes of demand can always take place 
bat changes in sappiy are onlitafy Particularfy, when 
supply conditions have remained stable for some time a 
sudden change in demand will bring about a maladjustment 
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befiween snpply aod demasd which will no!: ba immediately 
Actual stoolis corrected. The Doarket price, therefore, 
will depend npoa the demand for the 
commodity with reference to the actual stocks in the 
market. In a fish market, for esampla, a change in 
demand on a particniar day will leave the stocks unaltered, 
and hence price will depend upon the extent of the change 
in demand, t.a, upon the extent of the change in marginal 
utility. 

The market price is also infioanced by the antiripations 
about future supplies when the commodity has a seasoual 
Speculations supply, but is at the same time of a nen- 
pei'isbsble natore. If the present market 
price is low on aceouut of an excess stock and If the future 
supply is expected to fall short of demand, speculators will 
buy stocks and this will cause the present market price to 
rise. lu the soma way, if tbs present market price is high 
and if the futuxe supply is expected to be large, speculators 
will begin to sell forward and this will at once lower down 
the market price. 

The market price may also be affected by combina- 
tions among the sellers, and in rare cases even among the 
Comfainafions boyers. A group of sellers may 'corner' 
the supply in the market by buying np all 
available stock, and in this way earn monopoly profits for 
at least a temporary period. The market price is liable to 
fluctuations as the result of attempts to ‘corner’ supplies, 
or as the result of buyers cominning together to ’saueeze' 
the sellers. Successful 'eorners' or attempts to ‘sq,ueeza’ 
sellers are, however, rare, and conaequently. the effects of 
these ate at best temporary. 
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^ Q 10 On vh&t gioaada ItKi it been held tbit tpecnlAtioa, 
ifitia to perform « toeiel Berrice, moet be condned to 
spedaluts 7 HzpUm the ntUitj of & markot for de&ling^ 
in futures to tbo bnsmeaamen 7 (B Con lOtO } 

Q Diatlnfniib between lecitimate and Illegitimate 
ipecnUtion (23 Com , 1912, 1030 1928, 1927 ) 


Q Discnaa the natare of epecnlation abowisK that it ia 
aotsanbliog bat it perfornu. within limits, a necessary 
economic function {BA, 1911, B Con . 1912 ) 


Q DUeuu the economic fnnctiOQS of speculation. 

( B A 1923 ) 

The specolator is a pcraon who tnee to maVa a profit 
out of fisctnationa to price He boys a commodity when 
Functioniof present price is low, with a Tiew to 

aspeeciator eelltog it m toturo when be expects the 
price to nee And, be sells iorward for 
future lehrery when he finds that the present price is high 
but that there ata indicatioDB of a low price in future 

A soccessfol speouUtor is easil/ able to benefit society 
by lesseniog the range of price fluctuations. 
li be purchases a large qaantity of a 
speculstioD commodity at a low price with a Tiew to 
selling dear later the iDcrease m demand 
caused by his purchase would raise the price immediately 
Later, when he would try to sell bis stock tbe increase in 
supply caused by his sale wonld lo^r the price Again when 
a speculator sells forward hie sale would lower tlie current 
high price and later when be would make his purchases 
at the time of delivery bis purchases will raise the price 
Tbe operation of a speculator, therefore, raises the 
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price when if; is lor? and lowers h whan it is high. Bpeeti- 
lation, when carried on by esparts on scientific lines, 
wonld lead to a lessening flaetnafcions and promotion 
of the smooth coarse of ezohangs and 
Legitimate and consumption. Sooh apacnlation is certainly 
Hiegitimate ? • • 

specnlafion le{jtit7aaU. Bat most of the parsons going 
to tbs specnlatioa market are inefficient 
amateurs trying to get xioh qniekty throngh the play of 
chance. Such spacnlatoiB themeelyes suSer, because their 
anticipations are rarely realiaed, and at the same time they 
make society suffer by increadng the range of prioe-finctua- 
tlons. The nnakilled spscolator will buy when the price is 
high and will hare to sell when, contrary to his espaetation, 
the price has fallen. His poiohases at the time of the 
higher price and his sales at the time of the lower price 
'Will make the high price higher still and the low price lower 
still, thos bringing abont an increase in the range of finotna* 
tioss in price. It is this inespert specnlatioa that we regard 
as illegitimate. Henry Clay distingaiabes four types of 
illegitimate speonlation. These are : (al speculation by the 
outsider, (h) dealing on insafficienb capital, (c) prodncing 
artificial prlce-fiuctuatioDs, and (<i) cases where no necessity 
for spaenlation e^sts. 

So long as specnlatioa is carried on by experts, having 
the power of anticipsHng correoHy the fatcrs course of 
supplies, demand and prices, and haying no intention of 
deliberate tampering with the market, speculators perform 
a necessary economic functioa: fehey^ bring the long-period 
supply in equilibrium wtth tba long-period demand, bridge 
oyer periods of temporary seaccity or glut, keep prices steady, 
and tbns benefit the consamers ns well as the producers. 
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Tbs bouDeeimen are iiarticQUriy bencbtsd by the acUritiea 
o{ the lagitu&ete epeculators. Oa the oae eida, the etndi* 
Qes3|Of the price of nvr motepsU brought about by spectila> 
tioo IB these laakee their calcolatioos comet and coiapetitire 
position Etrosg oat he other, the slcidiBees oC the price 
of the fioisbed prodoets enables theio to carry OQ basiBees 
with confidcDce Besides, the existence of a specaUtioc 
market proridcs boigiDg'* facilities of which advantage can 
be taken by all basioosemea 

Q 11 'What la the eeononuc jnatiflcatioa of speenlatiTe 
dealings In Etoch exchange secnrltief and land 7 { S Con., 

mi ) 

Specolatioa is generally jtuiihable la tbe case of those 
oommodiUea the supply of wbicb is seasonal, t c. imgularly^ 
diftnbnted As tbe supply is occa&.noally 
gpeealitira plentifol and at other times scarce tbs 
VrOT^g’'* floctnale, and specnlatioa is 

foppheeaDd necessary to steady tbe pnee and to 

amootb out Ih# inegnlarities of sapply 
This is why we find economic jostification 
for specnlation in agncnltoral prodneU. 

Specnlation would therefore seem to be unnecessary in 
tbe case of commodiUes the supply of which 
TJnaeceseary jg fixed Bat specnlation in tbe stocks of 
la uie case of . . u « > > « 

shares Stock companies and in land are very 

coDunos Tbe stock exebaoga exis*’3 for 
facilitatmg transference of shares, but tbe mam ose to which 
It IS pat IS to speculate in pnea Buctoations The total 
supply of shares tn the stock exchange is very nearly fixed 
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and 8paouIation here does not in any way 'aTStage’ the 
supply of shares throughout tbe year, 

The case of land ie amilar — its supply is unaffected by 


— and in the 
case of land 


a rise or & fall in its price, if. of course, we 
ignore the possibility of deToIoping new 
areas. Speonlation in land, like speculation 


in shares, performs no service tosodety, and Government 


would be justided in taring all speculative transactions of 
this nafcnre. 


Q. 12. Is It possible and desirable to check speculation 
by legislation 7 

Legislation will not be a good dewice for obeeking specu> 
lation, for if it ohsoks illegitimate speoulation, it will also 
hinder legitimate epecnlation ; it is difficult 
Dlffionlty of ^ to ovolva legal measures that would check 
isatr^^eoulaliofl former without a&ectisg tbe latter. 

It has been suggested that the moat 
practical check on illegitimate spoonlatioa lies in “tho diffu- 
sion of a feeling that such speculation is dishonourable." This 
can perhaps be done by spreading education and information 
more widely. 

Tbe Government of a country can partially eiiminate the 
evil effects of illegitimate speculation by prescribing and 
Strict rules enforcing strict rules for regulating activities 
in tbe specalation market. By making 
prompt payment and Cull publidty compulsory, the Govern- 


Pablicity 


ment can at least check those backdoor 
activiti(» whioh consist merely in gambling 


on the fluctuation of rat<s. Spocnlation iu land and in tho 


stock exchange can be easily stopped by any Government. 
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Q 13 Dlstlngoiili ti«t«6ea prime end mpplemeatAry 
costs end ezemlne the beering of this dlstlsctioa on the 
theory of T&lne {S Contl&35 ) 

<] Distinguish hetureeo prime cost end tot&l cost Is 
the dutiDstioa rnlid for the long period 7 (BA, JOiO ) 

Q Write a, short note on prims and supplementary 
costs ( B A 1923 ) 

Q Distinguish between prime coat and total cost Shotr 
that orer the long period total cost la the important in* 
fluence In fixing the amount of supply, over the shorter 
period prune cost is the Important infinence (B Con ,1912 ) 

It the coat ecbedule reUting to the prodaotioa oiany 
eomcnodity is carefnliy ezaauned, it wili be found that 
some Items of the cost show ranaiioas 

iMaiMi ‘’““S' 

Other Items ere relatiroly steady as d» 
not cbsnge if there are small cbsuges m the quantity 
produced In the Qrst category wouM ccme the expenses 
luourred for buying raw maten^s employing labour by 
the piece paying commissioo for sale, proriding depreciation 
for extra wear and tear of machioes, etc > in the second 
category wonld come the payments made for interest on 
capital municipal taxes salaries of higher officials eto 
That part of the cost which yanes directly with every 
change in the output is Inown as the special, direct or prtms 
cost oi production and the other part is known as the oyer* 
head or supplementary cost 

The importance of the distinction between the prime 
cost and supplementary cost of production lies in the fact 
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that in the short period a seller may ha^e often to sell a 
commodity at a price lower than the total 
Priina_ coat — cosb. If there is^ temporary slackening of 

demand, no ptodccer will wind np bis 
supply price. hnsinese, bat wiU try to sell his ontpat 
at a price that will at least cover the prime 
cost. The prime cost is the minimatn short period aapply 
price. 

The prime cost has to be kept in view in many other 
cases- A prodocer expanding ontpnt knows 
Importance^ ol that the increase in cost will be roaiply an 

monopoly and tnorease in the prime cost, and as the 

jolnt-sopply sapplementary coat is dsed, tbit partial 

increase in cost will make the average cost 
lower. A monopolist may increase bis ontpat and sell 
this extra amonnt at a price that will cover the prime cost 
only. In the case of joint products a separate prime cost 
has to be incurred for everyone of the products and this 
prime cost determines the minimnm price in each case. 

The distinction between prime cost and supplementary 
cost and hence between prime cost and total cost is qnite 
valid in the long period, but the importance 

tSoBriSoa diswra 10 « lorgo 

extent. £ven in the long period we can 
distinguish between prime cost and sapplementary cost, 
though supplementary costs relatively to short periods may 
appear to be prime costs rdatively to long periods. But the 
importance of the distinction is small, as in tbs long pericd 
the price must cover the total cost. The minimnm long 
period supply price of a commodity is the marginal total cost. 
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te the sum of EQppIementtty cost per coit and the prime 
cost at the margio 

14 Discasg the principle that rebates the Tains ol 
joiat prodactj 

Q Wool and mutton are jointly prodnced Discuss the 
effects of changes in the tnpply of and demand for wool 
upon the price of zauttoa ( B 1940 1934 JD32, 2920 ) 
Q Show briefly the relation between the prices of 
joint cost goods ( D i , ) 

Q There ate cases when the exact ectt of prodnetion of 
any abgla piece of work cannot he calcnlated DInstrate 
thie statement and explain the pnnuple followed m fixing 
xatSB and pTieeiu mh esses (B Coni, 1048) 

There are many cases where two or more commodities 
are jointly produced in sadi a manner that tbe produotios of 
anyone of them seceseanly entails the 
'JleftaiBf of joint production of tbe other or the others 
Eiamples are found m the joint production 
of wool and mutton or gas and cobs , jt is impossible to 
produce mutton wlthoot producing wool or to produce 
coke wilbont ptodbciug gas 

When two commcdities ate related to each other m this 
way, it becomea difficult to conoect the supply conditions 
with the prices of the comiaoditiea If the outputs of the 
two commodities are related to each other m an inranable 
proportion, it is impossible to isolate tbeir 
%\heathe Costs of production If 10 amts of mutton 

proporOon is , » . 

not callable and 5 of wool are producad at a certain 
joint cost and if donblmg of the expenses 
would produce just 20 unita of mutton and 10 of wool, the 
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relative proportions remain onchanged. In guoh cases 
the first principle that wo can laydown is thatr the snm. 
of the price of wool and the price of cotton mnst cover the 
total cost of produntion. IThe ratio between the price of wool 
and that of mntton can, howoTar, be determined by compar* 
ing their marginal utilities. The prices of joint products are 
not, therefore, indeterminate even though it is imposslblo to 
isolate their costs. If wo know the snm of the prices and 
also the ratio between the prices, ( *. e. if we know s + y and 
x'y) the prices become easily calculable. Of coarse, if after 
the joint products have boon separated from one another, any 
special cost has to be incnrred (or making any of these 
snitabU for the market, its price mast cover in addition this 
ostra cost . 

Iho caloalatioa of the prices of joint produots becomes 
easy when the proportion between their outputs is variable, 

I K at no ospenditurs of Bs. 1 fl anits of 
When the pro- wool and 3 unite of mottoo can bs produced 
variib^i^ and if 6 units of wool and i nnits of mutton 

recjttiro an ospenditore of Bs. 16, the cost 
allocable to each can easily be calcnlated by solving two 
simnltanoouB equations (6s+3y = 13 and 6s + 4y“161. 

In any case, a chango in the supply or demand condi- 
tions of any of the joint products will have an effect npon 
the price of the other. An increase in the 
supply of one of the joint products will 
inoiease the supply of the other and thus 
push down the price of the latter. An 
inotoaso in the demand for one of the joint 
produota will naturally tend to inorease its supply, leading to 
an increase in the supply and a f^ in the price of the other. 


A change in the 
demand for or 
supply ol one 
affects the price 
of tiie other 
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Tbu baweyer, w only & geoaral prwcipla thera m»y U 
special cases where special cirenmstancos day haTO to be 
tabeniato cooiIderaliOQ In the case of 
Eittpboru mutton for eiaapH ao mcraaBS 

la the supply of op demand for uottou will hare an men 
table effect on the price of wool Bat >f ‘t is possible to bare 
wool Without killing the sbeeiv wool aad mutton become 
joint products with ratiable proportion end m sueh a case 
vpto d ceitotn Unit a ranatuia of the supply of and demand 
for wool may not oauaa any chauge in the snpplf or price of 
mutton. But if there is a noosiderable change m the supply 
cl ©7 demand for wcol the supply c4 antton will be surely 
affected aod hence the pnee of mnttoo wiJl sJso ebtuge 

Q IS <3u and Ccke et« lofut piuducts A duty of 
10 per cent Is imposed on yas Bew viU It affect the price of 
coke 7 ( B i 1932 ) . 

^ duty of 10 per cent on gas will moau some reduction in 
the cocsomptioD of gas This will lead the producers of gas 
to reetnet tbcic output but that wiU aotoniaCicaUy reduce 
tba Bnypiy of coke m the market If there has been no 
obauge in thedatnaad forcoke the reduction m supply will 
maka tbs demand greater Uuo the supply and bence, the 
price of coke will locreise 

If however gas is mly a subeidiary product secured 
together with the production of cole, a change in tba 
consumption of gas mil not materially affect prodnclion 
An increase or decreaso in the damand for rice will 
naturally affect the extent of caltiTution brtf & change m 
-the demand for busk will not produce that effect eren 
though nee and huik are loiat products 
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Q. 16. Cost of prodnetion is coming more and more to 
mean joint cost ; the price of a given product may bear 
only a remote reiation to its individual coat of production. 
Biustrate. ( B. A., 1027. i 

There are very iew commodities which are produced 
all by themselves. Modern soienca is devising methods 
by which a use can ba found for all that would otherwise 
have been regarded as waste products. In every branch 
of production we find that besides the prodnction or the 
main nrtioie, a large number of snbsidUry articles are also 
being produced. In an iron and steel factory, in a gas 
By-piodnots in factory mcnnfsotnrmg drugs 

and ohemicals, we find estenslva inatanoes 
of snob joint prodnction- The same factory may be tBrniog 
out iron and steel and different vcrieties of iron goods and 
steel goods. The coat is joiotly incurred and the price of 
an individaal product neoessariiy bears a remote relation 
to ita individaal coat of production. 

It should, however, be remembered that all cases of 
production of a nnmber of commodities in the same factory 
are not cases of joint production. By 'joint products’ in the 
true sense of the term, we mean products 
-Joinb-oost-and related to one another in such a way that 
uommon cost 

the prodnction of any one necessarily entails 
the production of the other or the others. If a partionlar 
chemical factor? is produmng sulphuric acid and sodium 
bicarbonate, the cost to & largo extent is comnon, because 
the same management expenses are being incurred for both, 
but is not really iotni. bacaose one of these can ba produced 
without producing the other. 
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Even IQ these cases howrer the pisce of each ^lU 
bear only a remote relatioa to its lodividnal cost of prodae- 
tiOB Tbe remoteness of the rebtioa arises cot becaase 
It IS impossible to detanDine the lodiTidnal cost of prodco 
tion but because it la not often north while attempting 
to determine it The prodncer incurs a huge aggregate 
cost for produQiug all the articles Tbe pnoe ol each is 
so hsed aa to corer the prime ccdt incurred for its pro 
ducbion and also to coyer a part of the common supple* 
meotary costs The part of the supplementary costs that 
each will cover will be hxod so aa to suit the convenience 
of the producer and cooseqnenUy it will bear only a remote 
relstiOQ to the individual cost ol production 

Q 17 Shew how prices otdi&ereat commodities may he 
related to one anotber 

Q State btiedy the relation (a) between prices of 
oompetmg goods and (6) between the prices of comph 
mentary goods ( B A I9i$ ) 

The prices of dilleront commodities may be related to 
one another when they are jmnt products Any change 
Joint-coBt “* Bopply or demand conditions of one 
of the j«nt produets is bound to have some 
repercusBiou on the price of the other or others 

Similar inter rslatioo between prices is found also m 
tbe case of joint demand for two or more commodities 
Joint demand *““8 consumer Joint demand 

exists m tbe caee of complemeniarv commo 
dilies hha bread and batter motor cars and petrol etc 
Any mciease m the demand for bread will moroase the 
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demand for butter, and on increase in the demand for cars 
will causa a risa in the dotnaod for petrol. 

When commeditriea are related to one another by way 
of composite supply, io. when they &io suhstiiiU&sior cas 
Coinpo.ll« ,opplj «>eit pritiB will movo logabhor. If 

tea hecooiee dearer and coSee cheaper, the 
demand for tea would dociiue and that for coffee increase, 
leading oltimately to some fall in the price of tea, and 
some rise in the price of coffee. There cannot, in the long 
ran. he mnoh difference between the prices of two articles 
which are substitotes for one another, for, if saoh diffe- 
Tenea exists, people will go in for the ebeaper substitute, 
causing a rise in its price simultaneously with a fall in the 
price of the dearer article. 

And lastly, when a number of articles are all made 
by using a common factor, e. e. when there is a comjiosita 
tieiiumd for the factor, their prices will be 
Oompesito Ass' inter-related. All articles made o! iron 
demand .... . . , . , 

wul incresee m price when iron becomes 

scarce. The use of a lorge quantity of iron for armaments 
iu the war has increased the price of every iron or steel 
goods, from locomotive engines to beams and rails, from 
steam rollers to safety pins. 

We find, therefore, inncmerable esamples of inlor-relation 
between prices. There is practically no commodity which 
is not related to some other camnodity, either through 
joint supply or joint demand or composite supply or com- 
posite demand. It will be difficult, therefore, to find a 
commodity the price of which ie determined by the condi- 
tions affecting its own demand and supply aloaa. 

9 
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Q 17 Indisata »ad cotapara tha prloclplei wbich 
deterniine exchange value under (a) Competition and 
(t) monopoly (B Com, 2041, J933 1932 B A , 1933, 
19S6 ] 

Q Monopoly price ia inflaeoced by co»t of prodnctioa 
bat Id a diffotenfe vay from competitive price {BA, 1929 ) 

Q Whit are the factora that a tsoncpoliat takes Into 
Bcccant m flxiog the price of hu prodaet ? (B Cm, 
19H 1912 1938 ) 

Q There ate potest raatnctlons on the prtce d:^nE 
power of the monopollat Elneidata {BA, 2911 ) 

Q On what prinelpla does a moaopoliit fix the price 
of leprodacibla goods ? Shew hew mssopely price is affected 
by elasticity of demand, snbtitstea, potential competition, 
tegatd far fatore demand and risk of legal Interferesce 

( B A mi ) 

By CDCDopoly we moan complete control over the entire 
snpply of a commodity exercised by a Bingla individnal 
or a group of x«rBons Absolota monopoly 
monop°f/* however, rare and we are therefore, 

justified in deecnbiDg monopoly as & 
enbEtantial control over the aopply ol a commodity 7he 
test of monopoly la the abeeoee oi competition or to be 
zziore correct the sbseooe of the effects of oompetilion 
Tinder competition value tends to be e<3ual to the margi 
nsl cost of prodnctiOQ Tor short periods value may go 
above or below this margual cost but m the long rnc 
valne and marginal coat most coincide The prodneer 
nnder competition, cannot choose between this price and 
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that ; ho has to accept the matket Taluatiou of his com- 
modity at ft level equal to the maripnai cost of ptoduefcioo. 

The monopolist is under no socb limitation. Ho can 
control the supply, and becaoso of this ha can regulate 
the price of the (ammodity. He -will 
ntitarally try to sell bis commodities at a 
price that rritl make bis monopoly proQt the 
highest possible. Ho rrill so adjast his ontput as to be 
able to demand that price which will giro him the maiimum 
monopoly not levonue. 

In the main, he hia to taka Into consideration two 
faotois— tho elasticity of demand for the monopalised 
commodity and tbo cost per ncit. If the 
fimand^ demand is efitstio, tbo monopolist will be 

able to soil a largo output at n low price and 
thos mako 0 big profit. If, bowevor. the demand la inelastic, 
a lowering of tho price will not increase the demand mnob, 
and cooseqtiontly it will be profitablo for the monopolist to 
soil as much as be can at a high price. 

Tbo cost of prodactioQ nataratly sots the lower limit. 
If an increase in prodnetion means a lowering of the cost, 
the monopolist will expand outpnt ; if, how 
evoi, the cost gradnally increases, the mono- 
polist will try to restrict output. When the demand for 
tbo commodity is elastic and the cost of production gradually 
decreases with an ineroaso in the ontput, tbo monopolist 
will ptodneo a, largo ontpot, reap tbo advantage of a low 
cost, sell ot a fairly low price a very large quantity and 
mako a largo total profit. On the other hand, if the demand 
is inelastio and the retains diminishing, tho monopolist will 
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curtail prcductioa and sail a moderate quantity at a high 
pnce 

Cost of production thus inlneoesa monopoly price in a 
different way from compatitire price. In a competitive 
system the cost of production not only sets the lower 
limit, but m the band of the marginal producer it becomes 
the effective determinant of valne The marginal cost 
and the marginal demand price have to coincide and this 
comcidenoa brmgs equilibnam into ensience In the case 
of monopoly what is important is net the cost of prodnction 
itself hot the difference between the aggre 
The difference gate demand pnce and the aggregate cost of 
priM*«d^oMr^ ptodoction The demand price and the 
cost do not and need not coinetd»-^d 
the importance of co^t lies in its difference from tbs price 
offered by the buyers for the qosntity put on the market 
The monopolut thus wants to secure the moxintun 
benefit out of hia position as a monopolist and has to give 
due consideration to the behavioar of the demand and to 
the behaviour of the ocst But there are many instances 
when he has to satisfy himself with what Marshall calls 
a Compromtee benefit The monopolist has 
always to bo alert Jest he loses his position 
and as ao uunranca against this nsh be 
often charges a pnce lower tbau that which would give 
him the maaimum benefit Es has to remember that 
potenifol eompttitoTS are always trying to 
Potent te^rio- enter the field— either from his own neigh* 

powers ol the hoarbood or from a foreign country 

monopolist SubsUilUci may be pnt into the market 

Consumers may become haraesed by high 
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prices and may indnoe Mie Govemmait to take action against 
the monopolist. And consnmors may even form a connter- 
combination to beat the monopolist In his own game. In 
order to forestall all these, the monopolist has often to charge 
a low price and these sbonld, therefore, be taken as additional 
factors that affect the determination of monopoly price. 

Q. On what principle does a monopolist fiz the price of 
non-reproducible goods ( B. A., 1944 . ) 

Tbe cost of produotion is a material factor in price-deter- 
mination only when there is a cootinuing possibility of 
further produotion. When a paiticolivr commodity cannot 
be reproduced, its cost of prodaction ceases to be a materia! 
factor. The seller has in such a case to sell at the price 
which the buyere are willing to pay, and in the case of a 
limited supply, naturally the highest bid from the oustomeis’ 
side determines the price. This ‘highest bid' may be lower 
than the cost of prodaction and it oiay also be many times 
higher. The supply factors have no influeoce e:icept in that 
the seller is willing to sell, and the price of such a commodity 
will depend on the strength of the demand for it. 

Q. 18. Discuss the merits and defects of the system of 
monopoly in industry. ( B. Com., I9S9 . ) 

Q. "Theia are important industries in which monopoly 
is a technical necessity.” Explain this proposition. 

{ B. Com., 1939. ) 

Monopolies generally are of two types — those which are 
the outcome of technical considezationa, t. e. these in which 
monopoly leads to economy and efficiency, 
Two types of ■ thtraa which are the outcome of the 
monopoly 

profit-motive. Li Hie first category would 
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coma all cases wbera moaopoljr is socially desirable t g 
railways telephone systems, tramways, water supply, electno 
supply, eto Thera are some satnces which are essentially of 
such a nature that they can be efficiently worked only by a 
monopoly A single telephone system within a region is for 
example much more conTenient than a nnmber of competicg 
systems 

Besides there are some indnstries like railways in which 
a Tery huge quantity of filed capital and initial expenditure 
IS necessary It is impossible for two competing firms to 
make this initial oitUy separately and even if it is possible, 
it 13 not profitabla to do so. Hence in snob industries 
monopoly is the only course possible 

Competition in the ease of railways or telephenea is 
'‘itffAuU ttiaife/ul smd dtficuU becsuse it is only 

possible by duplicating an expensire orgs- 

nuation for a limited market . watltfui 
competitioa ii i 

difficult wastelol the eemces can be supplied at 

and futile tbeir lowest cost only if the whole market 

IB serred by a angle plant or organisation , 
futtU becaose the superiority of the stronger competitor 
IS increased by oompetitiOD so tht^ competition must resnit 
m the establishment of monopoly by the rum or retirement 
of the weaker competitors * 

The danger of monopoly is howerer that it may come 
mto existence eren where it u not socially necessary Any 
Dangers of “™bmation among producers is likely to bo 
monopoly snccessfol m bringing m monopoly, and 

if some nvals remain outside the combine 

• H Clay, Economics for the General Reader p 185 
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fiion, the latter can break them up by adopting devices of 
various sorts. Oombinaidoa and monopoly not nnoften lead 
to high prices and profibearing price discrimination, unfair 
devices like preferential lail-way rata or deferred rebales, 
and in the final analysis consumers' surplns 
Need lor reatric- jj {,jg^ therefore, become an oo- 

cepied poUey at annygavemmenis to edapi 
egislative measures for restraining monopolies- 

Q. 19. Indicate the different methods of Government 
intervention for the purpose of regulating monopolies. 
( S. Cm., 1959, ) 

Q. Monopolies should he very osiefnlly watched 
and sontreUed by the State. Why and how ? (B. A„ 29S0.) 

There sie sooie iadoatriee in which in the interests of 
eooBomy and efficionoy monopolies are desirable. Bnt when 
a monopoly has once been allowed to grow np, it may injnie 
the sum total of the consomers’ satisfaobion by piofitscrlng 
or by price diseritninatioD. It boe also been pointed out by 
Bigon and his followers that the output of commodities 
onder monopoly is nsnally smaller than what it would be 
under a free and perfoot competition. 

In tbe interests of socinl welfare, therefore, it is desirable 

„ , to regulate and restrain monopolies. The 

Method of control ^ ^ ..v * 

legal measorea adopted by the Srate may 

he of different types. 

The State may try to mabitnin oompetitian and prevent 
monopolies from coming into exiateneo. The classic example 
of such legislfttion is the Sherman Anti- 
Maintenancs of JSSO of the U. S. A. It has. 

° however, been the experience oi law-makers 
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that it IE difficult to dense adequate bwa foi prefeotmg 
monopolies from being formed 

The State may try ta regulate mouopoliea by the 
comparatirely mild method of ginag publicity to the affairs 

_ . of monopoly bnsiness Publicity is boido* 

/Pnbiicity f .LI 

timea a& effectiTU cheoi upon natiesirauiu 
action and particularly in a coantry trbera the publio opinion 
IS alert and watchful Eucb publicity nay acbiCTe nueb 

The most important methoda of conlrolbng monopobea 
are, howoTer, those luteoded to regulate the detaiia of mono* 
poly hnsmeas, *e to control prices and 
^ oonopcJy profits at high 
rates, to prerent rate-cutting rebates and 
other competition olimioating practices Almost eyety 
Gorerament has dens eosetbiogiu the direction of regulat- 
ingth«pricuc.bargedaQdthevTO&Uobtamed by tbs mono* 
poiists 

The best solution would, of course, be that the State 
abould acquire »U monopolies and wori tbem in tbs interests 
of the public Some monopolies are * pnblio 

that tbcy ebould be worbed by the State 
or by a company nn^er obligation to the State It is coming 
now a days to be generally admitted that railways, electrio 
supply, pcatal telegraph or telephooe services should be m 
the hands of the State and should be worked either on a 
no>pro&t basis or in lucb manner that the profit earned may 
be spent for the benefit ol the people Schemea for ‘aociab* 
sation’ or 'nationalisatioD* are part of the socialistio 
programme and it la no use denying that we are all 
sociabsts now." 
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Q 20. Critically esanune the laboer theory of value. 
( B. Com., 1039, 1936. j 

Q. Sxaiuine briefly the pimeipal theories of value. 
( B. Com.. 1927. ) 

At the present flay we explain the ecnargence of value 
by relating demand to supply, i.e., by a-saminicg the forces 
that make marginal utility and marginal cost of profluctiou 
equal to one another. Earlier writora on economics had, 
however, tried to localise their explanations of value by 
concentrating attention upon one factor among the multitude 
of the causes of value. Some found tbeexplsoation of value 
in the well-known labour theory, some in cost of ■production 
aod others in ]Rar!7t»af utility alone. All of them agreed in 
regarding market value ae being determined by demand and 
supply I they differed in tbeir attitudo toworde normal value. 

The labour theory was first put forward by Adam Smith, 
and later emphasised in different forms by Bicardo and 
Zarl Marx. All of them ignored the eSeot 
Labour theory of utility on value and Adam Smith found 
of value j 

the explanation of the very low value of 
some very useful commodities in their low labour-vaiua. 
Eicardo regarded labour as the "foundation of olUvalues” 
and “the relative quantity of labour as almost exclusively 
determining the relative value of commodities”. Marx 
pointed out that "the value of a commodity is determined 
by the quantity of labour expended during its production". 

It is, howsver, difficult to accept this theory ‘as an 
explanation of existing values’ ; the greatest difficulty 
arises from the fact that no definite meaning 
LiffioaUy of attached to the expression “quantity 

mensurjDg ,t > . > ■ t 

labour cost of labour.’ The term Labour has no single, 
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deSnitd well nndsrstosd meaniDg Thera srs different kinds 
oi Isbonr some requiring physical skill and some intelli 
genca of the brain some requiring so trsining at all and 
some calling tor long streunona and costly apprenticeship 
There is no common msasare by which labour of different 
sorts can be compared sod eraluated If the time spent 
IS taken as a standard injustice ig done towards icten 
sire labour and there is no method for measuring the pain 
or the sacrifice inTolyed in working for tbs production of a 
commodity Ult mately wo hare to depend upon the market 
ralue of labour as the messore of labour but when we do so 
the labour theory loses meaning as an esplanation of value 
Thg Ooti of Prodnetton Iheort differs from the labour 
theory in allowiog tor elements other tbas labour e 7 
cost of materials, interest charges and the 
The east ol earnings of managemeDt The pnea accord 
proanaUan 

tbeoty ^ fbis theory will m the long rnn 

be equal to the cost of production and 
if cost Tsries from producer to producer the price would 
equal the cost of production under tbe most disadvuntageoas 
existing circumstances 

This theory also enffeis frani difficulties It ignores 


utility entirely and coosequently iguoree ths possibility 
Cnticism labour may bo misdirected Secondly 

this theory does not explain why or how 
tbe value of a commodity ohanges after it has been made 
Thirdly this theory fails to explain the special cases of 
value < g when scarcity makes tbe value much higher 
than tbe cost or when dumping mates the value lower 
than the cost And lattlj there are cases where cost of 
production of any single commodity or service cannot be 
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calcalated ; this is particularly true of joiat prodnets and 
also in the case of oommcdities of which tha prima cost is a 
small part o! tha total ctst. 

The Marginal Utility theory of valua errs on the other 
estromo. It attaches importaDco wly to the subjectiTe 
valuation of & commodity, i. e. to the 
aUlH^tte'ory marina! ntUity that it would be able to 
yield to the consatners in tha market, and 
it ignores altogether the objeotive conditions aSecting the 
supply cf the articles* 

To'day wo Tecognise that it is not possible to find an 
explanation of yalne in any single factor and that talna 
^ ^ , depends on the whole set of conditions 

affecting demand and supply. The whole 
set of conditions so doobt inelndes cost of production and 
utility, and it lemaios true that these two are tha fnnda* 
mental factors affecting value. But in any case, due 
importance has to be given to tbe governing factors aud to 
tfaeii* inter-dependence. Tbe theories referred to above erred 
in attempting to isolate factors that are not really capable of 
isolation. 

Q. Bxamine the cootentioD that in our present econo- 
mic order based on competition, market values correspond 
roughly with social vahies and are an adequate indicator 
which we have only to follow to secure the greatest possible 
amount of satisfaction from efforts and sacrifices of produc- 
tion. [ B. Com-, 19i2 . 1 

It was the geueial belief of classical economists that 
market values indicated something ethically right, Free 
competition was regarded hy them as tbe best of all things, 
and consequently any ifeultant of the forces of free competi- 
tion must necessarily be good. Competition price was thus 
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regarded as an indicator ot aoeial vaiaes, and when an 
eqailibrium price would he reached, it was assomei that Ibe 
buyer! and sellers taken togelhef woaJd attain the maximam 
possible amanot of satisfaction 

But. now a days, apart from tbo fact that a trsly compe 
t tire price IS 3 rarity, economista have come to recognise 
the aosoQndaeBa of the assumption that price la an indicator 
of social values and that what la gocd for the aellera is also 
good !or the bayers AH that can be said is that price is an 
index of social valuation and not of values, and that this 
Talnatioo >3 necessarily dependent ttpon the etmotnre of 
society, ita lerel of derelopment. ita habits, tastes and tem* 
paratoent, its ecaoouio instituticns and its tcbeme of 
distribation of wealth Change any of theee^ and society a 
ralnation of commodities will also obasge- Prices, therefore 
are the prodncts of the insUtotional foreground of bosuan 
society had are nothing more 

Besides, e^niUbnom in itself, is nothing sacred It re* 
presents a balancing of forces, s level at which demand and 
supply etiuate There js nothing specially worthy in this 
balancing jnst as there la no ethical caloe m the stable post* 
tioQ obtained by a kite dying in (he sky Tbs fact that afl 
eqaibbrium rate has been reached does not mean that the 
most desirable sitnatioo has been reached A deliberate 
lowering ot the price o! a commodity below what would 
otherwise hare been the equilihriom price may cause more 
good than injury The eqnilibnnm pnee is not necessarily 
the price that is cosdaeiTe to the maximum amount ol 
social welfare, nor is ths cqnilibnam level of wages, the 
most desirable lersl 
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Distribution 

Q. 1. "The National Dividoid is at once the aggregate 
net product of and the sole source of payment for all agents 
of production within a country". What is the national 
dividend and on what pnnmples is It distributed among the 
factors of productloa ? ( B. Com.. 1940, 1927 ; B. A., 1983.) 

The faoiors of produotioo of a country working together 
ate able to produce eyety year a net aggregate of wealth 
which ia available for distribution among 
SfowfaWdeod those who have contributed to ite prodnc* 
tioQ. This net annoai maome ia obtained 
by subtracting from the gross annual income the ohargea 
on account of the depreciation of fixed capital goods and 
of tbs maintenance of these capital goods in an in tact 
form. We give tho name National Dividend to the divisible 
fund of wealth and, natnrally, it is this that is exhausted by 
being distributed as rent, interest, wages and profits. 

The brood principle which determines the manuer of 
distribution of this natioDal dividend among the factors of 
prodnctioD is based on the law of substitu- 
Distribation tion. Factors of production will he used so 
anblatuHon ^“8 a* “ prc^tahls, or, at least, not un- 
profitable to do so- The employer will employ 
every factor so long as the ma^nol return from the factors 
does not go below what has to be paid tor securing its 
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supply In tbs long run, noder equillbriam condilions, 
the aisoiint paid to erery factor \71ll eqcal 
marginal proda^tivity If any factor 
yields a higher ptodnct than tbs equivalent 
of its reward, more of that factor mil be need, and codes* 
qnently the marginal prodnct and the reward of the factors 
wonld come to be equal 

Ibis theory we call by the name of the marginal 
prodnctmty theory, and it is this theory that nndeilies 
all explanation of tbs problem of distribation of tbo national 
dividend among the landowners, labonrers, capitalists and 
estrepreaenrs 

Q 2 Is every particolar variety of price ssalyels 
wbetbei it he lenb, interest, wages or coumolity prices, 
there He hack of demand and sapply, lafisences teenlint to 
the pAttieulai variety of market and price*’ Specify these 
iifinences m each of the above cases {BA, J9iS ) 

Tbe general laws ol demand and supply operate throngb 
the whole field of price determination , but there are different 
types ol maiheta and demand conditions and tbe conclueicn 
in every particular case has to bo modified m tbe light of 
tbe special factors that may be opeiative 

In the ease ol commodity prices we have to distinguish 
between competitive condition! monopoly and imperteot 
compstiiioD Conclusions true about perfect competition 
are not necessarily tme about monopoly and siniilatly con* 
elusions true about the short period are not always valid 
in tha long run Theca ate a^aia diSwent degrees of elasti- 
city of demand and different types of cost curves, each 
mfiuencing the price in its own way The existence of 
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sabsfeltutes, fche presenca of specalaiiioD, the complications 
of joint demand and joint supply all play their part in giving 
shape to the resultant price. 

In the case of rent, the special factors to be taken into 
consideration are many ; the inelasticity of the total supply 
of land, the possibility of nslng a land for alternative pur- 
poses, the lack of uniformity, the influence of situation, the 
operation of the lav? of dimmishing retnrns and the effect 
on the demand for land produced by changes in popolatlon, 
or new inventions or improvements in tbs means of com- 
miinioation. Frivate property in land is also an important 
factor. 

In the case of interest, the demand will depend mainly 
on the marginal productivity of capital, which again depends 
on the productivity of other factors of production and on 
new inventions and innovations. The market for capital is 
governed by people's incomes, Ibeir attitude towards spend- 
ing and saving and their attitnde towards lending and 
holding liquid money in their own hands. 

In the case of wages, demand no doubt depends on mar- 
ginal productivity, or more strictly on the discounted 
marginal net product. ITbere are peculiar influences on the 
supply side. ’ As in the case of land, the total supply of 
labour is relatively inelastic, and a further complication is 
added by the fact that there are non-competiog groups. •Iho 
poverty of the labourers, the perishability of their service, 
their immobility render the market for labour imperfect 
from the laboirrers' side. The slow but effective influences of 
standard of life, education and training and the quick and 
direct effects of trade unionism are also special factors to be 
taken into account. 
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Rent 

Q 1 Hzplain I 1017 tha econosiie rent of land is detsi* 
mjaed{2 Com, mi, 1936 2931, 1929, B J^iS 1939. 
1935 1929, 1928 192?. 1925 ) 

Q Shov bov (a) tbe qasntlt/ of lands, l6) tbe iziargia 
of caltiratioa and (c) tbe pttcootthtvtoizooiSocteeonomlc 
rent (111,1942)- 

Beal IS the name given to tfaa retarn secured by tbs 
landoTOsjr for the services performed b? the land supplied 
by him As a factor of production, land 
oUMf*'**"*** shows certain peculiarities, and on accoact 
of these, the problem ofreol taVesa com* 
plezjoa different from tbat 0 / the proMems of other liods 
of rewards Iiisd is characterised by indexibility of supply, 
by lack of uniformity of quality, by the great jnduence 
exercised by sitaatiouand by the fact of the marked operation 
of the law of dimmisbing returos Bach of these cbarae- 
teristics has an important bearing on the emergence of rent 
The first scientific explanatioi of the origin and deter* 
miDatioD of rent was given by Ricardo m the early years 
of the last cestary and even to>day we take his theory as 
the eiplanation of the basic nature of rent 

A country In which large areas of land are lying un 
cultivated would nataralty attract settlers, and, according 
to Bicardok the first settlers will cbocse 
lor tbemselm the most fertile lands 
Bappose the first area so chosen gives a 
return of 103 mds of wheat at an ezpeDdiJare of Ss 4C0, 
the average cost being B» 4 per mannd If now population 
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grows in snch a community, demand for more food material 
will ikriaa and this will necessitate either 
IntenBire and intensivs cultivation, or more thoroash 
ExfceoBiva , 

cnltivation oultivalion of the area already brought 

under oultiToMon or extensive eultivaiion 
or cuItiTation of new plots of land in addition to those 
already cultivated. Intensive cultivation will not, however, 
be possible after a few stages on account of tho operation 
of the law of diminishing returns and, so, extensive cultiva- 
tion will become necessary. 

But when the second grade land Is brought into oulti* 
vation, the cost of production on it will be higher than on 
the first grade land. If Bs. 400 spent on the first grade 
land secures 100 maunds of output, the same expandlture 
will probably secure only 80 maonds of output at a cost of 
Bs. 5 pet maund from the second grade land. The same 
crop, wheat, therefore, comes to be produced at a cost of Ba.4 
per maund on one plot and of Bs. 5 per maund on the other. 

Naturally, the price of wheat under these circumstances 
will ba7e to be at least Bs- 5 per maund ; otherwise 
the second grade land will not be cultivated at all. And 
if the price is Bs. 5, the owner of the first grade laud will 
also be able to get the advantage of this price. As bis cost of 
prodnction is only Be. 4 per maund be will be able to earn 
a surplus of Be. 1 for every maund raised, i. e- a total 
surplus of Bs. 100. This surplus, it is important to note, 
arises not because of any superior skill of the owner of the 
first grade land, but because of the natural superiority of 
this plot of land over the second grade laud or the ‘land on 
the margin of cultivation.’ 

10 
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To this sarploa we giTo tlu Q&me rent &od we caa 
define this rent as the differential surplus enjoyed by a 
snpenor bod on acconnt of its superionty 
EconomiomtV— over the marginal bud. Bent is thus 
gQtplo, the measnra of the snpenorty of a parti 

. cabr plot of Und over the land on the 
margin of coltiTation This rant arises beeanss the operation 
of the law of diminishing ratnnis makes intensiTe cnltiva' 
tion nnprofitable and becanaa the scarcity of good bod 
cecesutates the taking into colliration of inferior lands 
Once wa hsye the caltiyetioo of two different grades of 
land together, the pnce of the crop will be settled by the 
cost on the worse of the two plots and the better of the 
two will earn a sorpltu or rent Ae enltiTation extends to 
worse and still worse lands the margin recedes and the 
differential snpenonty of belter lands Increases eassmg an 
Increase in the rent earned 

The differential saperionty of one land otst another 
may be dae to a nnmbet of factors, e- y fertility, sitoaticn. 

lerel, distanca from market towns, 
^Menoe climatic conditions, etc Whaterer may be 

the cause of difference, the existence of 
it will result m a rent for the sapex*marginal lands 

Q 2 Disessa the rebtioa between rent and the piiea 
[of agricuUnra] product Does rent enter into price ? ‘ Rent 
' Is not an element in the co>t of production ” Blacidate 
(fl Com, 1939, 1936 1932 1927, B A„193G 1035,1921) 
According to the generally accepted theory of rent 
( wbch u nothing but a modi^ reraion of Eicardo ), the 
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land OQ the margio of ooltiTation oarns do sncplos and, 
therefore, pays no rent. Ths cost of production on this 
marginal land determines the price of the product and the 
rent of the other plate of land is the differonca bettFeac 
this price and their individiul costs of production. Eent, 
therefore, is the difference bettraen the marginal cost and the 
cost on a partioalar plot, and canssijuently 
enters into neither of these. It is 
not a part of the cost on the marginal 
land, because the margioal land pays no rest at all ; and 
it is not a part of the cost on the supsr- 
Tpatt ^ oosb*°^ marginal lands because by defioition and 
by natnre it is tbs snrplss orsr sad 
above the cost of produotion. 

Bant, therefore, is not a part of the cnt of prodaotlon 
in any case and. henos it is not an element entering into 
the detecmioation of price. In this eense it is said that 
rent does not enter into price. The relation between 
rant and price is thns the reverse of what it apparently 
seems to be : high rent is not the causa of high price bat 
the result of high price. This ia true not only of agri- 
cultnraf rent hut also of rent of other sorts. ( See ne:^t 
question. ) 

Q. 3. A shopkeeper In a fhshiouabla street says that 
he charges high prices for his goods because he has to 
pay high, rent for his premises. Is this oontentioa valid ? 

(JS.A., mo . ) 

Price under competition would, always be determined 
by the cost of produetton incairad by the marginiil firm, 
and as this firm ■will not be able to earn any surplus, the 
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pnca \Till ba determmed tadependectly of rent ETea if 
tberefore we find that a thopLeeper in a fasbiooabls 
u cbariing high prices and iB idso paying bigb rent, 
we Ebonld not maka the lautabe of thinbing that the prices 
are high because high rent » being paid The relation 
ship IS the other way ronnd a b gh rent can ba paid 
becansa the shopkeeper can find pnrcbasers who will pay 
high prices There are people who would rather pay a 
high price in a fashiODable shop than pnrehase then 
req.tiiteaiQata at low pcices in nnfsahiQnable ancroandiDp 
The eatisfaction of the snobbish loro of distinction u one 
of the atiUtiea patreyad in these shops and people pay 
high prices because their vanity is fiattered by obseqniosa 
demeanour and a eaggestion of soparior company Bent 
therefore is high in lasbionsbU quarters because of the 
fact that tbars ere persons who will pay prices high enough 
to enable the sellers to pay such high rents 

Q 4 Oucssa the vabdity of the statement 'Bent is 
not an element in the cost of production from (a) the 
indmdaal and b) the aodal pout of view (£ Com 1936 ) 

Q Consider the toua] implication of the theory of tent 
( B Com^ 1916 19il ) 

When wo say that rent la not an element in {ha cost 
of prodaction we are speaking from the social point of 
view From the standpoint of (he individual rent is a 
money payment that has to bo mads m course of the 
process of production and it is therefore as much a co^ 
of production as any other monetary outlay is If by 
natute rent le determined by forces independent of the 
cost of production the mdividnal cultivator does not rpahse 
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it. It is from the scd&l standpoiat that it is important 
to note that rent is not a part of the coat of production. 

An item of cost of prodnction from the social standpoint 
means soma sacrifice or effort for som 0 bod 7 in ths’commn- 
nity. 'Wages represent the labourers’ 
fie^saciieea™^ efforts, interest the capitalists' forbearance. 

Bub rent does not represent any sacrifice 
because it does nob ordinarily arise from anybody’s effort. 
If wages are made to disappear, labourers will not be 
available ; if intereet is made illegal, lendings will be 
considerably enitaUed ; bat if rent is prohibited, the 
supply of land will not be affected. iEbe relation between 
land and its reward is, therefore, fandamsntally different 
from the relation between labonr and its reward or between 
capital and its reward. It is this difference that is reflected 
by the 'differential' natoie of rent, t. e. by the fact that 
rent ie not a part of the cost of prodnction of a commodity 
from the social standpoint. 

This speoisl natore of rent has led socialists to describe 
it as an 'nnearned income’. In so ibr as land is a free gift 
of natnra and rent acctaes only becaose of the good for- 
tune of possessing snperior plots, the special nature of this 
income is apparent. The social importance of the distinction 
between rent and other types of income lias in the fast that 
because of its differential natoiev it ie a particularly snitable 
object for taxation. 

Q. 5. 'Would there be any economic rent if all lands 
were equally fertile, or if there was no tendency towards 
diminishing returns? { B. Com-, 1927 B- A., 19Jo.l929, 
1925 , ) 
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If all lands are equally fertile there will cot be any 
di0ereiice between one plot of land sod. another The result 
will be that cnltiratioo will be poshed precisely to the same 
extent upon every plot o! land and stopped at the same 
lotensire margin everywhere At this intensive margin the 
cost of production will bo the aame lor every plot bat this 
marginal cost will be higher than the costs of the earlier 
instalments on every plot The marg nal cost will determine 
price and on every plot there will be some 
Egoal rent m instalments of ontpot ptodneed at a lower 
leruhty coat than, the marginal cost A surplus 

will thus baaecnred and this surplcswili 
ha the same lor every plot of land— being measnred by the 
differenoe between the cost at the intensive margin and the 
ooBt at the pre ougiaal stage Bent will tbos e&soe aven 
if all lands were eqoiliy fertile tbia rent will farther be 
a measnre of a difference bnt tbe difference it will aeaauie 
will not be one between the productivity of one plot of land 
and that of another but between the prodnctivity cf 
the earl er dosee of capital and laboar and of the marginal 
dose 

If however even the law of dimmishiDg retnrns does not 
apply rent disappears Uxtensive caltivation and increasmS 
cost are the results of the operation of this law if the law 
does not apply cnltivatiot) will not have to be extensive and 
cost par Bint will coi lootmee, and hanoa there will be no 
differential surplus for any part of the output 

Besides plots of laud that ate equally fertile may be 
situated at different distani^ from tba martet which they 
serve consequently soujo differential advantage arue m 
favour of those lands which are coaveniently situated The 
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prices of agriculliQtfll prodncks cover the transporb 

costs of incoQTanienbly situated plots, if these have at all 
to be cultivated, and hence, plots of land from which trans- 
port costs are low will earn a surplus. Moreover, in a 
country where land is scarce and the demand for land very 
strong, scarci'ty.rent can arise even if all lands are equally 
fertile. 

Q. 6. ‘Rent is paid for the original and indestructible 
powers of the soil.’ Discuss. { B. 2, 1928. ) 

In discussing the nature of rent Bicardo had sud that the 
dittorential surplus of the saper-marginsl land would be due 
to the 'original and indestractible’ powers 
ezac wot ing statement of Bicardo was 

inexactly worded. The powers of the soil me neither wholly 
original nor indestmcbible. The fertility of the soil 
depends mainly on lbs chemical composition end this compo- 
sition natarally ahanges if manmes are applied, or if a 
dood takes place. The powers of the soil are not indestrno- 
tible either. Bicardo was familiar with the operation of the 
law of diminishing returns and it was, therefore, surprising 
that he regarded the productive power of the soil as 
'indestructible.’ 

Perhaps all that Bicardo want.ed to convey was that 
there would always remain something of the original power 
of the soil inspite of cbnogea and that the original diHerences 
betweed one plot of land and another would persist in spite 
of eSorts to reduce them. If tlm interpretation is accepted 
we may conclude with Marshal that Bicardo’s main defect 
was that bis theory was 'inexactly worded'. 

The modem student of economii^ would, however, point 
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cat that rent would arise not only on account of differences 
m fetithty or prodactirity, bat also on 
Bifferences other aooonnt of differences anaeg from any 
than those in the ,, . . ^ t ». 

powers o! the sod came, eg situation, transport cOct, 

eto Bent arisea from any scarcity aod any 
difference in quality and it la not, therefore enongh for us 
merely to look to differencea in the ‘power of the soil 

Q 7 Trace the effects of impiorenient in sgrlcnltnre on 
the interest of the landlord ( B Com , 19S3 ) 

Q Examine the effects on rent of (a) agrlcnltural 
InproTements, (6) Improvenient of the means of comnnatca- 
tleag and (c) growth of popoUtioa (BA, 1937 

Q Consider the effect of an increase In popnlatioa upon 
teat ( B Com , 19i3 ) 

Anything that tends to increase the difference between 
the super marginal lauds and the marginal land increases 
^ tent and any cause reducing the differences 

aethodg would decrease rent If improved methods 

of agricultore are applicable only to the 
worst lands, these will become better the margin will nsa and 
henoa rent of the otheir lands will fall If improvements are 
applied only to tbs beat lands, these wiU become better still 
and hence their rent will rise If improvements are appli- 
cable to all lands equally, at first differences will remain 
nuaffected Bat these unprovemeota may enable society to 
get Its requirements from a smaller number of plots than 
formerly This will make it Unnecessary to cultivate the 
lands formerly on the margm , the margm wiU, therefore, 
nse and the rent of super margmal lands will fall 



153 


The effeefi of imprcvenients in the means of commtmica- 
tioa will he different according as such improvements 
facilitate importation of crops or exportation 
transporf crops. If importation is facilitated, the 

supply of agrionltnralprodnots will increase, 
their price will fall and some lands on the lowest rungs will 
have to go out of production. This will raise the margin 
and henoa rent will fall. If, on the other hand, improve- 
ments in the means of communication bring about a marked 
inarea-se in the exportation of crops, production will increase, 
new lauds will be taken up for cultivation, the margin 
will recede, and heuce rent of all lands will increase. 

An ioorecss in tbo population will always have one 
effect, namely to increase rent. A larger 
pop*i^Uoa population will mean o larger demand for 
foodstuff and other agricultural products, 
and this will push down both tbe . inteusivs and estouaive 
margins of caltivation, causing an increase of rent. 

Q. S'. Ciscuas the nature of building rents. (B.A„ 
1927 . ) 

Building rents present a case analogous to that of 
agricultural rent. Agricultural rents arise because of the 
operation of the law of diminishing returns and lack of 
uniformity in quality. In the case of building sites, too, 
the same two obaracteristics are visible — 
the continuous application of capital and 
labour upon the same building site, e. ff. 
the increase in the height of a bniiding, will inevitably 
lead to diminishing return, and it is also a patent fact 
that all sites are not equally suitable for bnildbg purposes. 
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Ibe operation of the Inw of diminiahiDg tetorna ifl tbs 
cafs of tbe snpeiior sites mQ necessitate tbs use qI the 
inferior sites Tbe higher rent of tbs SQpeiioi sites will, 
therefore, leSect tbe differential sopenotitp of tbaea sites orer 
the iofsnor ones 

Tbs inferior plots will also be able to yield rents— 
mainly becansa of two Tetscos fioiItiiDg sites are genersUy 
scarce in relation to demand and tbis will 
Sesrcikj^eat ereafe a scarcity rant for all sites And, 
besides ou every laud, good or bad, there baa boon tome 
UTCstmeat of capital and soma retnrn must be had from 
this Strictly epeaLiog we ehonld call this retom from 
_ ^ lOTCstmeot by tbe name of qva$trnH,W' 

^ ordinary Jangnage would Dot distiDguth 

between such returns and rent proper 


Eoterest 

Q 1 Oistinnub between grots interest and set 
interest Aecoont for the high rate of interest usnsUy 
charged by tbe Indian money leader to the ryot ' Tbs 
late of interest Is 2 „ in tbe Calcutta money maihet, but 
a cultiTatoT borrows at IQ'’ Szplain this difference 
{B A 1935, im. 1921 ) 

By interest we mean tbe reanmeration that tbe oapiUbst 
gets lor the seryice rendered by tbe capital lent by him 
Inteteat-6 pnte pnce for a sernca rendered. 

a price that is necessary to indnoe the 
lender to wait' or to forgo bis pnoseot opportnnity of spend' 
mg hia money, a prjsa necMsary to OTercome bis tinwilbng 
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DB83 to lend. Thig price la determined by the eqnilibrinm 
between the marginal return frmn capital and the marginal 
nnwillingnesB to lend. 

In actual practice what goes fay the name of interest 
often includes elements other than the net price for the pure 
service of capital. When the lender hods 

thing extra as the price for the risk under- 
taken. Sometimes the lender has to Lncnr extra expenditure 
for recovering the interest and the principal and naturally 
be would try to compensate himself by adding something to 
the interest charged. If, again, loanable funds are scaico and 
the lender is in the position of a monopolist, he can charge a 
very high amount and this, and though usually taken as 
interest, It is nothing but a monopoly gain. 

We may, therefore, apply the term net interest to the 
price paid for the pure service of capital and the term prose 
interest to the total cba^e paid by the borrower to the 
lender— this total including net interest, a price for risks, 
a compensation for extra expenses incurred and, in some 
- cases, a monopoly gain. When we find that the money- 
lender in the village charges high rates to the cultivator, 
wa have to note that his charges repregent gross ijileresi 
including not only puce ox net interegt but also all the 
other elements mentioned above. &. very large part of the 
high rate charged fay tfao moDey-ieoder is dne to bis mono- 
poly position, and another large partis due to the risk 
undergone by him. It is because of all this that a business- 
man whose credit is beyond doubt can borrow from the 


money market in Caloafcta at 2’'. while the cultivator has to 
consider himself lucky when he can borrow at even 18 4. 
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Q 2 Elaauis ths c*asea deteraijii# the rate of 
uterest at asj paxticnlir time (B Com^ I93f B *1 1327) 
Q Intsreit ia the aeasaia of mariujal fotbearanca or 
taargicil Brodactlrltj Hrpljin and comment (B A 
193o 1933 ) 

Q Show how the latr of aopplf and demand determinea 
interest in the rame way as the Talne of a commodity 

(B A mi ) 

'Interest 18 the TaJna of the use of capital and 
lihe any other Tilne dspende on the relation of enpply to 
demand Slncldata the proportion (B Coriu,13iS) 

Q Show bow the competition of lenders and borrowers 
la the money market tends to make the rate of interest 
eoiacide with the marginal piodsetiTity of capital (B Corm 
im ] 

We define interest sa the pnoo paid by the borrower to 
tbe lender for the nse o( capital Tbs borrower con pay it 
becan<o the nse of capital means an iDcieass mbs onttnro, 
and if tbe taloe of this increased oottom is not less than the 
price paid for securing tbe capital required for producing 
it tbe borrower can go on borrowing Tbe borrower hoi 
to pay interest because the lender has to postpone his 
present enjoyment and naturallir he would be nnwilling to 
do so unless a price were paid for orerooming this no 
wiiLsgneas As interest is the value of the nse of capitah 
it depends like any otbef ralne on the relation of snpplf 
to demand 

On tbe side of demand therefore, interest la tbs roeasnre 
of the nse-TsIue of capital to the producer He has to 
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calculate the increase in the output secured as the result 
of an increased use of caintal. and to see whether this 
increase in outpat or ’marginal product’ is 
greater or smaller than the rate of 
interest. If the intarast rate is smaller than 
the marginal product of capital, the producer finds it 
profitable to borrow and to nsa more capital. But this 
Tery act will set the law of diminisbing returns in opera- 
tion and the marginal product of capital will decline. The 
producer will stop borrowing whan the marginal product 
of capital and the iotorest are equal, because any further 
application of capital beyond tins stage will make the 
marginal retnra from a dote of capital smaller than the 
price paid to secure it. 

In equiUbiiam, therefore, tbe rate of interest and the 
marginal product of capital will coincide. On the side of 
supply, we find, there aro many savers and lesders, actual 
or potential. Some may be willing to save at a very low 
rate of interest, or even when the rate of 
Sopply side ; Un- j^tgEest is zero. There are again others 
wUhugaeaatolBnd j , j , t. 

who will save and lend only when the 

interest rate is fairly high- Wo can arrange all lenders 
in order of their unwillingness to lend, putting first those 
whose unwillingness to lend ie negligible and bringing in 
fftadnoUy those with higher degrees of un- 
ime pre/etence ^mjngness to lend. This unwillingness 
comes from ‘‘time-prefetenoe" or the preference for present 
consumption of resources held. 

It, in eqailibrium, a partecular amount of capital is 
necessary, tha rate of interest must bo high enough to 
indnes the least willing lander to lend. If three lenders 
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caa lead BslOO • eacb, andif to OTSicomo tbeir anwiUing* 
ness rates ot 2^ % and i/, bare to be paid, 
»Lce aad^^tMetr ® ^ secured 

QDlesa the r&ta offered » as bigb as 4 »— the 
rate necessarf to ledoea the margual leader to lend, t e to 
overcoaie the marginal UDTTillingDeiS ot the lenders to lend 
Interest thus is on the one side » measure of marginal 
prodactivity and, on tho other, of marginal forbearance or 
marginal saeri&ce of waiting The play of demand and 
supply thus would establiali an equilibrium rats of interest 
lost in the same way as it would establish an eqailibnum 
price for any commodity The eqailibnum rate ot interest 
makes the amount of loanable foods demanded equal to 
the amount supplied and the margmsl efficieaey of capital 
equal to the marginal forbearance of the lenders 


Wage. 

Q 1 Dutmguiah between nominal wages and real 
wages (B Con 1328 , B d .1920 ) 

We meaa by wages tbe net remnoeration earned by a 
labourer in Tetnm of the service performed by him 
Generally the whole or at least the major part of the wages 
18 paid in money, and to ibis money payment that the 
Money wages labourer receives we give the name nominal 
or monej wages But the net aggregate 
advantage secured by the labourer out of his employment 
may mclude elements other than money A particular 
Real wages labourer may receive free quarters, free 
medical aid etc his cost of training may be 
low and the period of apprenticeship short , his employ 
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meafe may bs cosgeoial and atabla and his prospects bright. 
Even if tha money wages in soch an employment, is low, 
the labonrer will accept it in view of tbs other advantages 
available. To this net snm total of all advantages yielded 
by a particnlar employment we give the name of real 
wages- 

The real wages, it may farther be noted, will vary 
with every change in the price level or the purohasing power 
of money. If the money wages remain constant, bnt the 
price level falls, real wages will increase ; when the price 
level rises real wages will be smaller. A change in the price 
level will oaoss changes ia the amounts of goods and 
services that a partieutar omoant of money wages will 
pnrohase. 

Q. 2. Szplaia why wage rates vary in (a) different 
ocenpatioas, {b) In different ooantries and (o) at different 
times. ( B. Oom , 29il, 1939, 1035, 1931 : B. A., 1030. ) 

(n) If all oconpations bad bean equally pleasant or 
agreeable and if labour could move freely from one 
occupation to another, there wonld have 

been no difference in wage rates in different 
atttaebveness “ 

occupations. Bat all occnpations ere not 
equally pleasant, nor is labour freely mobile ns between 
one osonpation end another. In eome occnpations, the 
worker finds great strain and disagreeable tasks ; natnrally, 
the flow of labonr to these will be smaller than that to 
mote agreeable occupations, causing wages to be higher in 
the former and lower ia tho latter. Differences in wages often 
equalise the nnequal attractiveness of different occnpations. 

Besides, the flow of labour will be small to occnpations 
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in which there is no regolant^ of employment and little 
prospects, in which the labourers feel no security and 
peace of the mind and in which long and oostly training 
wonld be leqaired Wages m snch occnpations will bare 
to be high to indnce labourers to orercome the dissaading 
factors On the other hand, laboarers will dock to employ* 
meets where there is a stable and regnlar income and where 
little or no trainmg is required, and conseqaently wages in 
these occnpations will be low 

Etcq if all oceapations were equally agreeable and 
pleasant, there wonld bare bean difference in wages 


Immobility 
Of labosz 


because of the mrtUihiUiy of labour from 
on« occupation to another Tradition, oon* 
reotion, social enTironments and a number 


of other factors combine to create non eomptUng groupt 


among laboarers, making it sometimes impossible and often 
diSiColt for them to more from one oecu* 
poops”*'***”* pation to another Wages of each group, 
hterefoie, come to be fixed by the condi* 


tions goyerning the demand for aod the supply of labonrers 
in that group, and therefore, it is only natural that wages 
should vary from one occnpation to another. 

(6) The same immobility of labour eiplams why 
wages vary from one coontry to another Labour cannot 


freely more from oneoccupation toanother, 
immobihty* similar obstacles m the way of 

the morement of labour from one locahty 
to another. Differences of language, laws, social customs 
etc prevent people ficmi moving from one oocntry to 
another, and the universal preference of people for their 
own homeUnd is' a contnbutory factor. Differences m 
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climate and in racial stock may mean differences in efficiency 
leading to differences in rvsges ; bat tbs main canea is fonnd 
in the immobility of labonr. 

(c) Yariationa in mges at ffifforant times are caused 
similarly, either by changes in efficiency caused by the 
progress of time, or by changes in the number of labourers 
and in tbs diatribution of laboarers among different 
occupations. Wages are governed nltimatsly by the whole 
set of conditions affecting demand and supply, and naturally, 
variations are caused either by changes in the efficiency of 
labonr or in the conditions affecting the supply of labour. 

Q. 3. BUouaa the following theories of wages : (a) Sub* 
sistenos theory, (b) Wages Fund theory and (c) Bcsidnal 
claimant theory. ( B. A-. 1920. ) 

Economists in the 13th and 19tb cooturies tried to 
e:(platn wages by relating them to one single standard 
factor. Soma tried to cooueot wages with the minimum 
necessary for the ssbeistecce of the labonrera, some with 
the capital available and some with the residue left after 
temunerating other factors of production. 

la) The subsistence theory or Oie Iron law of wages 
was the esplauation given by Malthas and Bicaxdo. 
According to them wages would not in the long run remain 
above the minimum necessary for the subsisteoce of 
labourers nor would go below it. If the wages would over 
rise above the minimum, marriages and births would 
increase resulting in a growth of numbers and a consequent 
fall in wages ; if wages would go below the minimum, 
the death rate would be greater, rmnlting in a fall in numbers 
and a rise in wages. ‘Ultimatoly, therefore, wages would 
11 
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ba eijatl to the miaunnm neca airy for tha sabsutenca o! 
the laboTiiera 

It IB easy to realise the weakDesscs of this oxpIsBatioo 
As a matter oE fact, wages today are often higher than 
CnticUm essential miaimnm and the theory u 

not, therafore, borne out by facts The 
theory pays no attention to the alScIeDcy of the laboarers, 
and 0Ter«empha8ize3 tha aopply factors And oyen hare the 
theory is basad on the UaUbosian assumption that an 
mcreaaa m wages would antomUieally eanse an mereasa 
m tha birth rate In the prasant-day world a riso m 
tha wages wonM mean a daclina io the rates of marnsgos and 
births 

(b) Th» wage/und theorv was put forward by Jobs 
Stuart Mill According to him tba play of eeonomis 
forces would eat spirt so aonoant ol weiltb out of which 
wsgss would ba paid This amount stands m n rough 
relation to the Tolnme ol capital in tha oommanity and 
comes to be fixed irrespactiro of the number of lahourers 
Tha ayarage rate ol wages therefore, would be equal to the 
ratio between this wages-fund aod tha number of labourers, 
or roughly, betweeu the t^uido of capital and the number 
of people Wages can nee either if cap tal would increase 
or numbers decrease 

This theory makes the mistake of assuming that wages 
are paid out of capital , in fact, wages are advanced out 
Ertota capital, but are paid oatjjf the return 

of labour lAke the subsistence theory 
the explanation giyen by MUl also takes no account 
ol the efficiency of the labouKra, and besides, it fads to 
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explain the {undamental gnestion hot7 this wages-fond ia 
created. 

ic) TJie Besidrial Olaimant theory tries to simplify the 
explanation cf wages farther by bolding that rent, interest 
and profits are determined by laws relating to eaoh and 
the labourers get what remains after all other payments 
haye been made. In the case of the other factors, it is 
held, there is a supply price below which the remuneration 
cannct go and competition will force the remaneratioa to be 
equal to the supply price. There is no supply price o£ 
labour and heuce labourers get low wages when a small 
surplus is avaiiabls, aud when their own output will be large 
they will be iu a position to get high wages. 

This theory, we may note, unduly simplifies the theory 
of wages, taking no account either of the eSioionoy of 
the labourers or of the distribution of labourers betwess 
different occupations. 

Q. 4 . How are wages detemined ? Explain the 
following : ‘the rate of wages is determined by the marginal 
productivity of lahaur'. ( S- Com-, 1937, 19SQ, 1999, 1998 5 
{B. A., mo. 1031,1917.) 

Q. State and explain the productivity theory of wages, 
( B. Com., 19iJ,. ) 

Q. Explain the marginal prodncfcivity theory of wages. 
How far do you regard it as a complete explanation of the 
level of wages in a country ? {B. Com, lOiS . ) 

Wages are -tho price paid for the services of labour 
and, like other prices, wages are determined by the condi- 

„ , tioDS affecting the demand for labour and 

Demand side . . , , 

those affecting its snpply. On the demand 
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Bide we can relate wages to the marginal product ol laboar 
Any faotor tends to be need npto tbs point at wbicb the 
prodnctirity of the margioal nmt just pays the entreprsnonr 
for the additicmfll sxpsosa incurred for that 
Wages and uoij; When the entrepreneur experiments 
of labour application of larger amounts of 

labour, he will etperisnce a gradual diminu* 
tion of the marginal output, and fao will naturally stop 
expanding employment when the marginal outpnt is on the 
point of being smaller than the wages to bs paid In 
eqoilibnam, therefore, wages are equal to tbs money value 
of the margiual product of labour 

In the oaaa of other prices wa 6od not only e set of 
goreimol oouditione on the demand side but also on the 
Supply tide «upp'7 side In the cate of wages, howerer, 
it IS difficult to find out a definite supply 
pries or a schedule of wages setting the minimum bslow which 
the labourers will not accept The labourera are always 
at a disadrantags in tbeir bargain with tboir employers on 
account of the lack of bolding power, immobility and the 
extreme pernbability of what they offer 
DigadTSDUges 10 for sale m exebaoge of wages The supply 
the bargaiaing u .. . . 

process labour within a particular group is more 

or less fixed, and even if demand obaugeSr 
it IS imposnble for the labourers to adjust their supply 
accordingly* Tbs labour market thus bears an analogy with 
the fish ccacket wherei oa acocaut of infiexibility of 8npply> 
demand la dominant and marginal utility fixes the price 
In the labour market, too, Uieduadraatagas of the labourers 
dieable them from making effeetira then quotation of wages, 
Ttnlesa, of course, they combine together, and oossequently. 
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their wages come ultimately to be equal to their margical 
prodnctipity to the employer. 

2t can, therefore, be poioted oat that the theory of wages 
is nothing but an application tlu general theoTy of value. 

The price cS. aaythiog is determined by the 
The theory of whole set of eoaditioas govemiug demand 
oalfon supply, and when one of the factors 

theory ol vulue ia inactive or passive, the other becomes the 
[B. A,, 1831.J dominant determinant. The labour market 
is some sort of a "perpetual short period 
market" in which the eopply is incapable of adjusting itself 
to ohauges in demaod. and, as a result, the demand price 
as determined by marginal productivity takes the most 
important part in deterininiog the vslse n/ lahnnr. 

Q. The defence of the present system of dlatTlhuliioa of 
iaeome that it Is in accordance with productivity that each 
gets the value of his cootribotion to wealth is an erplana- 
tlon merely and not a defence. Dlsenss. (H. Com,, lOii. ) 

Under oonditions of perfect competition, labourers earn 
wages measuring their marginal worth to the employer and 
capital earns the equivalent of its marginal net product. 
Marginal utility or marginal productivity estimate the 
nature of the social demand for a commodity or a factor. 
This social demand is itself caused by social habits, the 
structure of the community, the distribution of incomes, 
tastes and fashions, availability of resources, etc. The 
demand price for anything as determined by its marginal 
utility or marginal productivity is thus a result emerging 
from a number" of causes working unoonsoiously upon one 
another and price under perfect compatition is the result 
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of no ODConscioua process Tbd eqtulibrinm price, therefcre, 

IS a nuessary resalt q{ the forces cperatiog, bot not 
Deceesarily the most deurahJe Ksalt When Tassythat 
the price of anything depends co margmal ntihty, we are 
merely oSeriog an eiplanatina and we are cot defending 
the high price or the low price which results Similarly 
when we bay that wages depend on marginal piodnctiTity, 
we simply explain the genesis of wages in the particnlar 
type o( scCiety we hnovr , We are not id any way anggett' 
ing that it is right that wages thould depend on marginal 
proJoctirity tow wages are caosed by low marginal 
prodnetmty ef laboar aad high rates of interest resnJt 
from high marginal prodaetirity of capital . bat tbis does 
not imply that m oar opinion wages should beiowud 
lOteidst should be high 

Q 5 What relation, if any, do wages bare to the 
aUsdard of life of the worker 9 { B Ccn , 2938, B 

im ) 

Q Examise the importance cf the concept on of 
standard of life in the theory of wages How dees that 
standard aetnally exert its wflnence on wages ? ( B Cctn . 
29J3 ) 

Some of the earlier English economists tried to find oot 
a direct cicsal connectioo between the standard of life of tba 
Sob line worker and hts wages Tba ‘sabsisteoce" 

theo^ ^ ‘ theory of Maitbas and ficardo, for example 

was an attempt to shew that wages would 
be directly determined by tba miQiamca standard of life or 
‘standard of wretebedneea' of the labourers The aobsutence 
tbeoiy has howerer, been Eafi^ciently discredited and we 
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No direct effect 


recognise to-day that no direct connection exists between the 
standard of life of the labourers and their 
wages. The mere fact of a high standard 
or a low one does not make wages aotoiiiftticnJIy high or low. 

Bnt the standard of life does exercise an indirect 
influence on wages — tbrongb its affects on efBciency and on 
numhera. A high standard of life will 


strong and technically well-trained and, 
therefore, their earning capodty will be great. Besides, this 
high standard will moke the marriage-rate low, the age of 
marriage high and the birth rate low. This 
S°ol®o“bJr. »omb,rj,l,aay ..d within 

limits. A high standard of life by causing 
increased efSoienoy and a low birth rate will indirectly oauee 
a high rate of wages. 

A low standard of Uie, on tbe other hand, will make the 
efSolescy of the labourara low and is likely to make the birth 
rata high. Numbers are generally largest among tbe 
poorest and the most inefficient labourers. Their inefficiency, 
poverty and large numbers— all partially resulting from a 
low standard of life — make tbeir wages low. 

Thus, though no direct connection can be established 
between standard of life end wages, a high standard will 
bring about high wages and a low standard low wages, on 
acconnt of the effects of the standard of life on efficiency and 
mumbers. 

Q. Indicate the forces that set higher and lower limits 
to wages. { B. A., 19A2 . ) 

The higher limit to wage^ or Qie demand price for labour, 
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Ditonlly depeoJa on tha prodac.iniy labour Glren a 
particular aupply of labourer*, and a iwticular prcdnctiT# 
tfchniqoe, cmployori will d(^ pay woro Iban wbtt i» tlicir 
cattmato of tba margmU net product Ubsur 1/ tbey 
hare to pa} moro, Iba toarj^iual dots of labour becomes 
uoreoianeratiro and tho marglo riaoa 

f be qaestioa ol the lower limit ralaea dlQiculties lo 
tho caaa ot commodity lower limit depeoda cn the 

cost of prodoetioa, becauac the prodneora haro the option cf 

producing or not irodneiog Id the me of lolercat the 
lower limit dependa oo the marginal saendea iordred in 
lending in pTolercacft to apeodms bearding . w ehoieo K 
araikbla to the lender, »od be can balasco bti ^aloa froio 
IpendiDg boarding and leodiog 

Il'eardo aod Maltbua held that s lower limit to ^agee 
would bo act by the snbsisteoco mipimnrD , ter if wagea go 
below tbla limit deaibrato would Inereaao, labour would 
become scarce nod wages woold bo forcod up Bat the lower 
limit in the present day oommoDity rarely goes aa low as 
tb.s tniQimum. The atsndard of lirlog is cot a lower 1 mit 
directly eflectiTd to the labonr mulct , ita elTceta on wages 
are oxerc sod through etScieooy training aod birth rata and 
s&turally these laQaence ooly tba locg term trend 

Fortbo ordinary labour who cannot taro from one 
occupation to another tbora is practicall} no lower limit of 
wages His labour is estremelj perishable aod if bo dcos 
not sell it today be cannot store it np (or sale tomorrow 
He bis tberelcr® to accept any wages that would soent® 
employment to bim 

Those labourers who can ehome between one cccnpation 
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and another are in an adventageons position. I'or them, the 
lower limit to wagea in any partionlar oconpation is dotor- 
mined by what they oonld earn in alternatiye employmente. 
An engineer who can earn Bs. 200 - p. m. in an iron and 
steel factory will not accept a railway employment on a 
salary lower than this- Similarly, a iabonrer who is solvent 
enough to balance the relativs advaategca of leisure and 
work will also sat a lower limit of wages for himself j ha 
will work only so long as the wages be gets are not lower 
than the loss of utility be snlEters from the leisure ha has to 
sacrifice. Most laboftrere. however, ere not in a position to 
make such a rational oboico. 

Q. 6. Why are the wages of women low ? A, 1918, 

19m 

The wages of women are low mainly because of strong 
competition within a limited field. On account of physical 
Limited field weakness and social conditions, women 
can take employment only in a limited 
field, s g, in nursing, teaching, typewriting, etc. Within this 
limited field, ail women sooking oroploymoni flock, and 
naturally employers take advantage d this Qompetitioo. 

Besides, women tbemselyes offer their work at low wages 
because their requirements are smaller than those of an 
avBrage adnlt male labourer. A male 
Heqnireroenis labourer has mostlv to support a whole 
family. A woman, supports only herself, 
or supplements her father’s or husband's income. Together 
with all this, we may take into account the short duration 
of a woman’s working life — often ending with marriage— and 
we get the cause which make their wages low. 
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Q 7 Disctisj the fa&ctioo aid utility of trade anionj. 
(B A.J938 1936 1 922 ) 

A trade uDion 13 an assoaation of laboarers for Beenring 
common ecds tbrcngti onited eifortacd eollective bargaining 
AnindiridnalUbcmreria altrays at a duadrantage in bia 
bargain with bis employer and the reanit of tbiB weakness 
m the competitiTe poEilton la that be gets lotr wages and 
strenaoTis nanditions of work 

The fuEctioosoi a trade union can broadly be diTided 
into three categories First it can act as a/rofentel SASO* 
ciatioa of tbe labourers, trying to sears 
Three-told fuse* through co-operation what they cannot 
tiOB* («} (rater jjy mdieidoal effort It can msare 

tbe members sgsinat tbe ruk of semdeDt 
or death, sopport them when ill or oat of work arraDgs for 
edneaticn of children sod proride inforicatiOD regarding 
employment 

Secondly, s trade cmon la also a militant organiasticn 
— 9 body ready always to figbt with the employers with tbe 
weapons of united action and coIIectiTS bargaioing Stakes, 
boycotts and other devices sro adopted to compel tbe 
lb) IHiluil ™pl»5'n I" ‘1 ‘I-* ubomer.’ 

demand Eudi concerted action iB under- 
taken witn a Tiew to btandaidiaaticn of wagea nod of hours 
of work and restrictioo of employment of non members 

Thirdly, a trade noion often nndertakes politieaf duties 
to secare a fuller recognition of tbe rights of tbe labourers, 
(el Political Eepresentatives are aent to the legislature 
to act as the mouthpiece of tbe trade 
unicDs The growth cf tbe lAbcnr P&rty m Great Bntais 
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ha3 to a large asteati bean the rssnlt of the growth of the 
trade onion movement. 

From the above it is clear that the trade unions are of 
great utility to the labourers. A successful trade union 
will give its membara assistance in many wages— make his 
employment secure, raisse his wages, shorten his hours of 
work, aud secure for him a proper place in the political Seld. 
It is, therefore, only natural that there would be in every 
modern country a rapid development of the trade union 
movemeot. 

. Q- 8. Discuss the effects of trade uaionisa on wages 
and conditions of labonc. ( B. A., J933, 1925. ) 

Q. State the oooditions under which a factor of 
prodaotion can permanently raise its remuneration. ( B, A., 
J0S:i, 1920. ) 

The effects of trade unions on weges can be realised from 
a general analyeie of the conditions under which a particular 
factor of production enu pensanently raise its remnneration. 
There is a ioinb demand for all factors, and if one of these, 
say labour, would restrict its supply it may sometimes be 
successful in securing for it a higher remuneration. If the 

labourers form a trade union and thus restrict their supply, 

the demand for other factors that aro jointly used with 
labour will decline causing a fall in their remuneration. This 
may enable tbe dntrepteneur to offer higher wages to the 
labourers. 

The conditions under which labourers ( or owners of 
any other factor; can raise their remuneration by reftncting 
.... their supply axe as follows : (a) The 

demand for the final commodity produced 
must be inelastic ; otherwise the rise in the cest of prodne- 



171 


BS8Bt.TlA£i3 OB QEBEBAL BCO^O^IICa 


to apportion for e&ob group of labonrcrs, its right sbata la 
the diTideod 

A slidiog scale ot wages, however justifiable theoretically, 
also laiU for the same reason The principle here la that 
wages should increase with a rise in the pnce level or in the 
cost of living and decieaas with every decline in either In 
practice, it proves nnaatisfactocy in either direction Wages 
rarely nse high enough to compensate for the effect of high 
ptioaa , on the other aide, indtvidnal labonrera and trade 
QDiona object to every attempt to lower wages in a period of 
falliug pno^ Sociafists are against both profit'Sbariug and 
aliding-scsle wages on the ground that these do not realty 
eolve the fandamental problem of the relation between 
labour and capital 

Q 10 Dueusi the eoadltieae faTeating k geBertl bigh 
level of wages for all ofasiee of labosreri {BA, I9S3 i 
Wages depend fundamentally on the efficiaocy of the 
l&bourera and oa their nombers These, in their turn, 
depend on a nomher of other (acton It is patent that 
a high degree of efficiency among a gronp 
of labourers wiU msao a high rata of wages, 
and it is also appirent ttat the employer will not lose if 
he pays a high rate of wages to labonrera with great 
efficiency , the ica^e rate in anch a case may be high, bat 
the vage-charge per unit of output wiU be low 

Tnis high degree of effimeocy will prevail in a country 
where the standard of Ilfs is high edncation 
Staolard ol Ide, widespread and technical trainmg available 
edceaUon. . 

training, etc, »11 labourere To some extent, racial, 

physical and dimatic factors also count 
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Safe the mere possesaiwi of & Mgb degree of efficieno? 
Suppip of Jabonr is no6 snffiia'Bafc. If iba nniobsr of Jabonrers 
is Urge, tbe-nturffinal effideooy of Ubonrers 
is bound fco ba low and Sbis will natatally bring down the 
wages. We hawe agam 6o note in thig connection the 
importanea of the indirect; influence eser- 
Stes eised by the standard of life of She labourers. 

The standard of life not only influences 
efficieocy bat also nambers thcougb its effect on the rates 
of marriage, birth and death- 

Acnaag other conditions that mabe for a generally high 
rate of wages in a country, we may mention the growth of 
capital. After all, wag» depend on the national dividend 
and anything that tends to Inotease this 


divideud will generally bring about at 
least some inorease in the wage>bUl of the 


labourers, l^ew iarentioos and discoveries, sew deriees 


acd teehni^ae, all lead to incmase the dividend and benca 


wages, 

It should also be noted (bat the wages in general can 
be made bigber if arrangemosts are 
M^ersh5reH°°^ ^ diwt towards tha labonrers a 

greater ebare of the national dividend than 
what competition wilt bring to them. Trade Unions have 
this pmrposo of raising wages above the 
— thtoagh trade oompetitiva eqnilibriam rate. State legis- 
SioQ^' lation raffirding mininjam wages, honnses, 

short horns of work, holidays are all 


intended to bring abont n diversion of this sort. And last 


— and socialism 


of all, socialism is intended to make this 
diversicKi on a perfeotiy -equalitarisn basis. 
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Qivea a particular aational dividcDd eocialiBin undoubtedly 
secures the maximum possible general rate of wages 

Profits 

Q 1 In addition to Interest there are three important 
elements in ^profits the payment for undertaking zuk, 
paymeat for management and organisation, and the revenna 
that can be derired from any restriction on competition 
Explain and illustrate (£ Com, 1036, 1931 ) 

Q Wbat are the conatitnent elements of profit ? 

A , 1930. loss ) 

Q How would you define proht ? (B A,19Ji} 
Ordinarily the word profit is oied to denote the whole 
of the entrepreueur's income, and is expressed as a parcen* 
tage ol the amount ol capital invested by Ibe entrepronetir 
This tends to create a oonfusloo between iclorest and profit^ 
and It becomes tberelore, necessary to diatingnish clearly 
between wbat may be osiled nei profit and grost profit 

When we use tbe word profit to donate the whole of the 
income coming to the entrepreneur, we ignore the fact 
that only a part of this income is dne to entrepreneurial 
ability and elBciency , a large part is duo to factors other 
than capacity for good management A. part of this income 
may represent interest on tbe money invested by the 
entrepreneur himself, another part may represent a reward 
for the rist undertaken by the entrepreneur , and there- 
may be an element representing a monopoly gain secured by 
the entrepreneur These elements m the income of the 
businessman arise on acconnt of objective conditions inde- 
pendent of the supenonty of business abibty 



BISTBIBOTION 


177 


All these, together with net profit representing the return 
for the ability of entreprenenr, are the constituent elements 
of gross profit. The net profit is a payment 
ptoSta^ for management and organisation, i. e. for 

the actnel serrice rendered by the entre- 
preneur in creating and inoreaeing the notional dividend. 

This net profit again Includes two elements : 
(a) a wage-element representing the compe- 
element titive price of the boainess ability available, 

i. e. a minimom withont which the entre- 


prenenr will nob work at all, and (h) a difierential or rent 
alement representing the superiority of a particular entre- 
preneur over the marginal producer. 

This diSerautial element may arise on account of certain 
differences in producing ofBoienoy, and soiuetimea also on 
account of unfalradvantases. One prodncet 
differsnae ® higher rate of profit than 

another because of superior power of co-ordi- 
nation and management or of bargaining, or of undertaking 
and oliminating risk^ or becanse of superior knowledge of 
market conditions and power of anticipation. 'DiSereutial 
profits may also be earned by oobir methods like deception 
of consumers, ont-throat competition or methods of iudi^trial 


terrorism. 

2. ''Proats are a sniplus of the intra-marginal over 
the marginal producer". "Profits are a constituent element 
of the normal price." Are these two views reconcilable ? 
(S. A., 2935.) 

The simplest explanation of profits regards it as a surplus 
arising on acconnt of the anpenonty of a partionlar producer 
over the marginal producer. If a number of producers are 
12 
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pcodnctQg the same lot th? tame tcatket, tha 

pnce wiU Qltim&telf coma to be oqca! to 
prodoetioi of tha marsmal 
producer Tbcca producer who are better 
than tho margmal producer, ox ip other words, the mtia* 
margiD&l prodacerg, oaro a sarplQg, because thef are abla 
to produce the articla at a lower cost tbao that locurred by 
the margiual producer Profits can thus be regarded as 
aeaiplusof the iutra margioal prcduees oxer themargmal 
producer, a resoU of ‘leiseoed otpooses vntbia the loargu’ 
Thta 18 a refined statemons of the well known ‘root 
theory of profits popularised by Walker This rent theory 
18 qaua ao adaqoata explanation of the 
Profit! iselnd* ixjjtTtnct u profits i t of the cansea 
wag«Uwnt making the profits of one producer high and 
those ot another low But it tells ns 
nothing about the minimnm indocament necessary to keep 
the prodneer producing, the mioimuni which even the 
marginal prodneer has to earn in the long run This 
muumntn is the payment for the diversion of the outre* 
prenenc 8 labonr to a particular direction and it must be 
equal to the amount which the eatrapreneur would have 
bsen able to earn lu sa alternative line Tha supply of 
entrepreneurs will fall tf this nunimum is not esraed and 
henoe this minimnm ts a Conahtneul part of the normal cost 
of prodnction that the price has to cover 

Profits thus include two elecnents (a) a wagoelement 
taptesentiug the minimiun Wltbont which tha enttepreneurs 
Wage-element offw tbflir services, and (S) a 

enters pnce rent- rent element tepMsenting the snoeTiontT 
element does not , . . , v i 

Ot a p&niCQlu pMQQcer over the marginal 
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piodnaer- The first; elemeob entoca iDbo the noimal price ; 
tbs secDod elemeot being a aarpios over cost, does t3ot. 
It; is easy, therefore, to see tibe£ the views ^noted ia the 
question can be reconciled. 

Q 3. Szamise the validify of the two following propo* 
sitioDS : (a) Profits tend to eonalitp ; (6) Profits tend 
to a minimum. [B. A., 1933.) 

Those who hold that profits tend to eqnality or to a 
minimam generally taio a static view of society and try to 
find out what will happen in the long mo if changes and 
finctaati'ons disappear. It society becomes estizely static, it 
is argaed, differences will disappear and all profits will 
become equal at the miDUoum level represented by tbe wages 
of the entrepreoear for their laboni* of management and 
organisation. 

This static view of society and of profits is entirely 
erroneotia and unreal. Society is always in a dynamic 
condition and it is impossible to conceive 
•Static viaw— of an entirely static fut'urB when ali 
nnred°*^* differences bavo disappaarod and changes 

ceased. Changes in methods and technique, 
new inventions and discoveriea will always take place and 
there will always remain differences between one producer 
and another. Profits would, therefore, never be equal or 
come down to the Ttiinfmnm possible level for all prcduceta 
so long as the present economic structare Is maintained. 
There wonld not even be a perceptible trend towards 
equality or the minitanm level becaose by the time one 
-diffarentiatiug factor has eshausted its inSnenee, a new set 
of differentiating factors are snre to have cropped up. 



150 


BSSSNTIAIiS 07 QKI«BaAL ECONOMICS 


Q 4 A grocer expecu a profit of 25 pet cent oa hit 
tiun ever vlUe a rrboteula dealer la juta u satufied witli 
a profit ofl pc. or oTen lesa. How ^oald joa ezplaia 

tbu ? (Si. ms ) 


The prodacer of a commodity is more interested in the 
aggiegsta net profit ceined by faim than in the rata of his 
profit Qa may earn a targe total mcoma 
^e^wholesale? i( he la ^e to sell a large quantity at a 
amon^^** low rata of profit per unit , and bis income 
mar bd low ersn wbea the rate of profit 
IS high if only the sales are amalL A yiUage grocer expects 
a high rate of profits beceoaebie total bosincbsis small, a 
wholesale jute dealer deals m Ubha of rupees, and area a one 
par cost profit would giro bun a. Urge income 

Besides, the ralt c/ lun ettr also cobdU A grocer buys 
bii Wares from a wholesaler aud takes perhaps three or 
SIX montbs to sell tbis stoch He is able, 
—and has a therefore, to nlihse his working capital 

rapid tani oTer • s f 

only twice or so lo course of a year A 
wholesale dealer oao hare a xery rapid tum-orer He may 
purchase juts on a particular day tor a Ukb of rupeea. 
sell It the next day at 1% profit and thus make a net income 
of Us 1000 Tbeiery nest day be may again purchase 
from the cultiratori another Ukb of rupee a worth o! jute 
and sell this on the day following at a profit of 1"' In 
this way, if he can make a profit of 1% on a lakh of rupees 
erery three or four days, fais total inccme wiU be Tory big 
The big wholesaler, therefore u satisfied with a low raU 
of profits because he deals with a large amount of money 
and has a rapid tuia-OYer The small trader bandies only 
a small amount of working capital and experiences a slow 
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tarn-OTer ; his rati of profife hE3, tharefore, to ba high in 
order fco make il: worth his while to tnn his hnsinesa. 

_ Q- 5. How would 70U £nd ont proSt (a) in the case of a 
private firm and (t) in the case ofa joint-stock company ? 
). 

(a) In the case of a private firm, the profits generally 
are taken to inolnde the remnoecafeion for the owner’s own 
labour and for other factors supplied by him. The net 
profit should be calculated after excluding all these, bnt 
private firms do not generally distingnish between net 
profits and gross profits. Whatever temains after the out- 
goiaga have been dedacted from the gross receipts is recorded 
as profits. 

(5) In the case of a joist stock company a more careful 
estimate is made. Proper deduotioo ie made not only lor 
tho remuneration for maaaganeeDt, bnt also for depreciation, 
wear and tear. A part of the gross profits is also usually 
transferred to the reserve fund. The remainder is distri* 
bnted among the shareholders os net profit or dividend. A 
part of this dividend shoold, striotly speaking, be regarded 
as interest on the capita! supplied by the sbareholdsis, but 
this distinction is not usual in a society in which ownership 
in the firm comes through ownecabip of capital. 

MISCELLANEOUS 

Q. 1. Diatinguisb between rent and auaai-ient. Write 
a note on quasi-rent. ( B- A., 1937. 199C- ) 

Bent is the name ^ven to the dlfierential income 
earned by laud on account of ite scarcity and its superiority 
over the land on the margin of cultivation. 
Capital goods may also present the same 
obaraoteristics for a short period of time. The rival pro- 
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dacQTS of a particalar commodity will &11 try to rednco 
cost bot It 13 hkely that ona of them will bs able to get a 
* temporary bold orer some snpenor capital 

oasi rent olhera cannot got The prodaaer 

owoiiig this superior capital good will be able to get ft 
snrplas on sccOQQt of lowered c(»t of prodnction so long aa 
others are not able to parcbase this pstticolar machioa 
Qnait rent is the name that we give to snch incomes derived 
from fixed capital and it » easy to realise that snob incomes 
partake of sa element of rent when a particnlar capital good 
la Scarce for the time being 

The diSereoce between quasi rent emerging from capital 
goods and rent of land la that tbs differsotia} rstarn in 
quasi rent arises on account of a short perod limitation of 
supply” wbile rent proper arises because of long penod 
scarcity of natural resoorces 

U^Q 2 Show that there is a rent element in weees 
interest and profits ( B Com 1933 ) 

Q The rent of land w seen not as a thing by itself but 
as the leading species of a large gesns Amplify ( B Com 

m2 ) 

Q The difference between rent interest and wages is 
one of degree only (Clay) Sxplain ( B Com 193i ) 

Q now far u it pmetlcable to form a theory of wages 
parallel at all points with the theory of rent ? ( B Com 
13JS 

Q Bent of land u the most obnoss but net the only 
case in which an income u derived from differences in the 
Product vity of an agent of prodnction which are not dne to 
the peisoni who snpply that agent of production ( £ Cm 
mi ) 
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All rewards of 'factors of prodnction can be analysed 
from the standpoink of relative scarcity with respect to given 
time-periods. ISia scarcity of good land 
Sf^coSes “ gives rise to the rent of land ; similarly, 
scaidfcy of any other factor would be able 
to create a ‘rent’ elemeob in the reward. Lend rent, there- 
fore, is the leading species of a large genus which includes 
all differential incomes whether earned by capitalists, entie- 
preuBUia or wage-earners. 

••A temporary scareity of a partlcnlar sort of labour may 
give that class & differential income or a ‘rent of personal 
ability’. A great sergeou, a great muslciaa 
— m wages ^ boxer can earn incomes higher 

than others of their class on aeconnt of their superloiLt? over 
the 'marginal' aargeou, the marginal mnsioian or the margi- 
nal boxer who set the standard of the general income level. 

It has been argued that it is possible to form a theory of 
wages parallel at all points with the theory of rent. Just as 
there is a minimum rent for every land determined by tbs 
possibilities of earning from alternative uses, there is a 
minimacn wage-rate for every group of labour in so far as it 
it possible for them to move to alternative ocenpationa. And 
just as scarcity of superior types of land oansea a differen- 
tial rent, scareity of saporior types of iabonr also causes a 
differential income. But the analogy cannot bo carried for. 
The supply of land is more inelastic than the supply of 
labour and on the other sade the scope for movement of 
labour from one occupation to miother is gradoally becoming 
more and more restricted. 

The rant-concept has been applied over an extensive 
held. All classes of capital goods are not of the same degree 
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ot prodQctiTity If the most prodDctice capital goods ara 
scarce too. they will be able to yield an 

ineome higher than what capital m geoeral 
would cam That is to say, the ^nasi rent 
from saeh capital goods will be greater than what would 
represent the noraa! earmnge of capital 

lbs entreprencDc • uicooie also iDclsdes a rent element 
on acconot of the ensteoca of differencea lo ability between 

000 another, and of the scarcity of good 

*“10 profits 

entrepreaenrs All ontropreneors in the 
long nm can expect to get a mimaiQm profit egniraJent to 
what they could have earned lo attomatiTe employmssts 
—a miQiiDam witboot which they will not bays any indoce 
meat to ecntinne prodaction In addition to this tbs 
efficient produoere ara able to get n sarplos-'TopreBenting 
tbeir superiority oror the margiiia} prodneers Profits, 
therefore, toclude (0 a price element or a normal eteicent, 
and (ii) a rent eletneat or an element of snrplaa 

All incomes are, therefore, essestislly alilrs There la in 
each case a mimmiim income that has to be given to the 
factors in order to indnca and mamtaia their sapply and 
in addition Co this there is a sarpfos araiiable to those amts 
of the factors which are more prodootire than the marginal 
units 

Q 3 Explain why ao locreass of population tends to 
lower wages hnt not rest ( 3 J 19il ) 

Ao increase of popalatiov would mean an increase m the 
numher oi labcmrere and the nsoal eQect d this will natarally 
bfl to bring down tbs rate of wiEea Wages 
wiyfoTu vigH depsnd upon the seta of conditiona goTern 
mg demand and supply, and, when other 
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things remain nnchanged, an incraifie in the sapply of labour 
can only lower the rate of wages. 

Bat it may happen that an increase of population means 
a more than proportionate increase in the total prodnction 
Exception wealth. This will be particularly so in 

a new country where resonrces are lying 
anntilised and the number of people b small. In snob a 
country whore the law of increasing returns will have a 
comprehensive operation, wages may rise as the result of an 
increase o! population. In general, however, It remains 
true that an increase of population tends to lower wages. 

The effect of an increase of population on rent will be to 
increase it. A large population will mean an increased demand 
for food materials and otbor agricultural 
laereased popu* products and this will result in an extension 
boMasTrent 0^ eolSivation. The margin of cultivation 
will, therefore, recede and. cooscqueotly, 
the rent of sopei-aarginal lande increases. When all lands 
have bean taken up, an additional scarcity-rent will coma Co 
be earned from land. An increase in population thus has 
the general tendency of lowering wages end increasing 
rent. 


Q. 4. 'High wages and high prices do not necessarily go 
together.’ Comment on this statement and bring out the 
relation between wages and coat of production. (S^ A., 1934.) 

It is generally assuined that high wages would mean, 
high cost of prodoction and, consetiaently, high prices of the 
articles produced. It i$ on this assumption that high«wage 
countries generally impose tariff duties on goods coining 
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from lowwago connlrifls A Iittlo roflao* 
Wagtape* t^on, hoifevet, ahowi that tbe cost of 
Wag.? PM Biut prodoetion of « cooB3o6ity would depend 
of output BQt on the tragea paid per labourer but os 

the wages paid per unit o( output If the 
labourers eamiDg a high ralaof wagea are rery ellicioat * e 
if they can torn out a large output, the cost per unit of 
the commodity may bo low. If m one country labonrere 
ears oa the average Ri 6 per week and i( id another the 
average wages are &a 10 per week, and iC the efficiency 
of tbe labonrere m the second country la 
go mthlaw eott ** Isbourera 

in the first, tbe cost per unit of tbe arti Jes 
prodneed will be lower in tbe latter country Ihan m the 
former 

There is, therefore no direct cansal connectioo between 
high wages on the oue side and high oust or high prices on 
tbs other It high wages had inentahly meant high prioes, 
there could have been no interostioDal trade between a higb- 
wage country and a low wage country Ths existence of 
snch trade is ample proof of onr condnsion that high wages 
do not necessatily mean high pncea 



CHAPTER VIJ 


Money 


Q. 1. What is money? Desctibe its chief fnaefcions. 
‘Money is as money doss’. Explain. What are the different 
forms of money ? ( B. Com., 1020, 1928 ; B. A., 1940, 1020. ) 


By money ne mean anything that is accepted as a 
oommon medinm of escbange by all. The iscoDTCoiesces 
What is money dsrise’ scmstbirg 

thiit woold Eoryo as a mediam of esohsase, 
a measttro or common denominator of Tallies, a means for 
storing and transferring yalao and as a standard for deferred 
payments. After experiments nritb different materials, gold^ 
sllyer and bronze came to be accepted cs the mcst snitable 
material for nss ns money. 

The modern world bos, howeror, found eyes the uso of 
gold and silver onmbrous and wasteful, and os a result 
TotioDS other forms of money or sabstitutes 
for money hava come into use. Paper 
notes, ohe^nee, bills of oxcbnngo are all serving today either 
as money proper or as substitutes for money. 

The functions of money are mainly fourfold : Pirst, 
money acts as a medium of exchange in all transactions ; 

secondly, it is a common standard by which 

pQLctionsof all value can bo measured and compared! 
money . 

thirdly, it is a means for storing vains and 
transferring value ; and lastly, money, being comparatively 
stable in value, serves as a standard of deferred payments, 


Forms ol money 
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It mayi therefore, be held that anythlog that performs 
these (uQCtions la money Whether the material used by 
the people to aeiTe as & medinm ta & piece of leather or Tica 
or a gold com or a scrap of paper, it is money so long as it 
performs the fauctiona of money This is nhat is meant by 
the statement, '‘mosey is as money dews ’ 

Q 2 The follovlng ctasaiflcalion of money la given la 
yonr text book ( Fairchild Fninies and Back ) * 1 Stan* 
daid hloney 2 Bepreseatative money 3 Credit money 
(a) Token money {b) Ooveniment notes (e) Bank notes 
4 Fiat money Explain and lUnstrate these classifcations 

{BA. ms ) 

The teia Standard Uonty ts seed to denote those tbs 
es&hange TaldQol^hich depends on the msUntl ol \Thieh 
they are made The face value of the standard money la 
exactly eaaai to the market value of tbs bullion it contains 
Such units of money are rarely used notvadays The Bntish 
Govereign belore 1931 and the Indian Rupee before 1893 
^rere examples of standard money 

By lepreseotatiTe money is meant receipts issued by the 
government declaring that it u holding standard money to 
the loll extent ot the amount mentioned on the face of the 
receipts These receipts or certificates are redeemable on 
demand, and they circnlate at the same value as that which 
they represent 

Credit money involves a faith or trust in the issuing 
authenty A token com {eg oar eight anna bit) circulates 
at a value much above itsintrmaio \alae, and this it does 
becanee the people have confidence in the ability of the 
covemment to maintam the value of these corns A govern* 
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mant nota that is not folly baciced by standard money ( a. g. 
onr fceo-rnpee notes before the EflBerre Bank was established) 
and a Bank note ( onr present two-rcpse, five-mpee or ten- 
rupee notes ) also circulate because of tbs credit enjoyed by 
the issning authority. The Besarve Bank of India, for 
example, keeps a 40% reserve against the notes issued, and 
of this 40%, the major part nowadays is not gold hut obIi> 
gations of the British government. These notes circulate 
because of the trust reposed by the pnblic ou the solvency of 
the Beserve Bank. 

By Fiat money we mean money that has no intrinsio 
value aud no de&nite backing, bnt is circulating because of 
the fiat or order o! the sovereign authority. Suob notes are 
naturally incouvertlble, but they can be of servioe so long 
as there Is no excessive issue. The present one-rupee notes 
of the government of India are good examples of dat money. 
These circulate because of a govenunent order making them 
legal tenders and ate nevertheless very convsnieut, at least 
(or the urban popnlation. 

It is to be noted that no cisssidcatlon can bo regarded 
as perfectly sound. It would not be illogical to hold that 
all categories of credit money shonld be brought under the 
class of representative money and that fiat money is credit 
money carried to its lowest extrema. The alternative 
Eeyneaian classification of all money into state money and 
bank money and the fnrtfaer divisions of state money into 
commodity money, managed money and fiat money are 
more convenient for the pnrposea of monetary theory. 

Q. 3. Explain the law of Gresham showing the cases- 
where it is inoperative. {B. Goto., 1980, 1928, 1927 \ B.A., 
I9i3, 1920, 1927.) 
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Sir Thomas Gresham, a contempotary ol Elizabeth, 
noticed that if good and bad coma wars put intp ciroulatioa 
tosather people would usa ths good coins lor hoarding, 
melting or paying foreigtiera and pass the bad ones into 
eiicaUtiOQ As a lesolt only the bad ones wonld circulato 
and the good coins wonld disappear from cirenUtion ■ bad 
money wonld thna drive good money out of oirfinlation 

As a general tendency, Grediam's law is perfectly tme 
It people bare two alternativa metboda of doing the same 
thing they will natntally cbooio the cheaper one If good 
money and bad money wonld both be legal tenders for 
internal ciicnlation, people wonld oatnially nse the Utter 
tor loteroal transactions For boarding melting and pay* 
meats abroad, bad money wonld be ocsnitable, and coaee 
qnently, good money would be diverted to these nses 

The law wonld operete Qoder a nnmber of different 
circumstanoes When depreciated paper and metallie money 
are m simaltaneoas ciieulation paper alone 
OceBhsm’eUir would ultimately oirculate and metallic 
under deprccuted , . , i 

paper money disappear into boards or into the 

melting pot or be sent abroad When 
debased coins and fresh imins are b(^h sought to be circulated, 
the former would naturally drive out the latter from 
circulation 

The most important case of the operation of the law 
of Gresham is obtained when gold and silver are ooncnnently 
BimeliUiim ^sned noder a bimetallic standard If 
there is a disparity between the ‘mint’ 
ratio and the marlet' ratio, «ne of the metals wonld be 
overvalned at the mint, siod everyone would tala that 
ttet&l to the mint and the other metal to the market The 
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‘o7erTalaed'. mefcal would thns drive outi the ‘uadervalued’ 
CEB from circnlatioD. [ See the answer to the question on 
"BimetaUism.’' ] 

The law of Gresham, however, %?ill not operate nnless 
certain conditions are folOUed. First, the supply of bad 
money and good money taken together 
must be mors than what is necessary to 
meet people's demand for money ; other- 
wise people will have to ass both good and bad money. 
iSecondfp, the bad money must not only be full legal tender 
but also accepted by the people ; if people refuse to accept 
tbs bad money, as the Californians refused to accept tbs 
‘Gtesubacke’ daring the Imeticao Oivil War, the law 
would bsoomo inoperative. 


Q. 4. What do you anderstasd by tbe value of money ? 
How is the value of mon^ detetmiaad ? (B-Coin,.19S8,198S, 
m9 ; S. A., 1982. 

Q. Bsplain olearly the relation between the quantity 
of money in eiiculation and the general price level. (B. Corn., 
1939, 1938, 193d, 1931, 1929 ■, B. A.. 1938, 1933, 1920, 
1922 . ) 

Q. Indicate the factors that determine the general 
price-level of a country. ( B. A., ) 


By the value of money ws mean its purchasing power, 
i.e. the power which it has of commanding other things 
in exchange. This value or purchasing 
Mpieoiation power of money ia obviously the reciprocal 
of the general price level. A rise in the 
value of money, t e., appreoiatioa, means a fall in the price 
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level, while e fall in the valoo of money, i e deprectAlton, 
mea&s a rise la the ^nce level 

The Toliie of money, like the valne of any other oommo' 
dity, depends foDdamentally on ita demand and supply. 
There are, however, dissimilarities , the demand for money 
depends on a Isr|e complaa of factors, and 
g oa the sapply side it is difficult to correlate 

the yalne of money with its cost of pro' 
dactioD But m spits of these ditferenoes, the {aodamental 
mfiueaca of demand and sapply on the value of money i$ 
]agt as it would ba m the case of the value of any other 
commodity 

Older eoosomiats tned to find ont a direct connection 
between the supply of mOiiey and the Talus of mouey by 
lJu«ia»Th.»,7 ‘'‘® riioiv Amramg 

to them the price level will vary directly 
and the value of money indirectly, with changes m tbs 
eopply of mocey A Urge supply of money will mean that 
each UDit of commodities will exchange for a Urger amount 
of money, and hence, prices will rise and value of mouey 
fall , a ehrinkage in the supply of money will lead to a 
fall in the price level and a rise m the ralua of money 

This bald statement of the relation between tbs supply 
of mosey and the puce level has been considerably modified 
by the present day writers It has first of all come to ba 


recognised that the price level depends as much on the 
The goods side of commodities or the number 

of transactions as oo the quantity of money* 
The total demand for money lo any country will depend on 
the number of transactions and on the average price to be 
paid fsr each transaction 
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Tha supply of maney does not coDBi36 merely in the 
quantity of ‘official' money in drcnlaiiioQ. I! credit instru- 
ments are drcolstmg, they add to the 
ments" volume of pnreheaiog power sod they have 

to be eonsidared in reckoning the total 
supply of money. Beside, it is to be noted that one unit 
of money circulating twi<» can do the same work as two 
units of money olroQlating once each. Thus, 
cSihon velocity of eircalaticn of money and of 

credit mstmments h&ve also to be taken 
into nooonnb. 

We 030 thas aaalyso tba factors goreralng sbs domsod 
for and the supply of money, and eorreiats them by a simple 

equation, after Irving Sfshei. The total 
Fifhet'* eqoation / , ' . 

aomood lor money is ropiesanted by PS 
where F stands for the average price and !D for the nombar 
of transactions. The total supply of money is lepresaated 
by MV+ II Y', where M stands for the quantity of money, 
M' for the quantity of oiedit instcuments, and Y and V for 
their respective velocities of circulation. As FT represents 
the total e:rpeaditore of all men upon all commodities, and 
as UY-bhl'T also dom the asme, PIT must ha equal to 
UY-Hhl'Y', i.e. F or the average price is equal to MY + hl'Y’ 
divided hy T. 

The price level thus depends on a multitude of factors, 
and any change in any one of these can bring a ehango in it. 
The price level rises, fa. the vidne of money falls, if the 
numbor of transactions becomes smaller, or if tbsrs is an 
increase in the quantity of money, the quantity of credit 
instruments or in their velooifeiee of arculation. The price 
level falls, i.e. the value of money rises, when transactions 

13 
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inereiBe or when there ib a decreftso in tha qaautities of 
money find credit or in tbeir relomtiea of circnlation. 

Q 5 Ezaains tha economic effects of rising prices 
{ inSstion or deprecutioa of money ) and falling prices 
( deflation or appreciation of money ) {BA, 1937,1028, 
1918 ) 

Q Examine the effects of a depredating cnrrescy od 
inland trade ( S Com, 2943 ) 

What is meant by inflation of carreney 7 Eyamine 
tha effects of inflation on the prodnetloo and dlstribntlon of 
wealth ( B Com , lOit ) 

Bisiog prices, lodatiOQ and deprectstion of moasy mean 
the same thiogjoit as tha ssoa mcaDiog is conreyed hy 
falling prices, dedstion and appreciation of money To study 
tha effects of rising and fatliog prices. Ke hays to dinde 
society into a nomber d groops and stndy separately tha 
way in which each groop is affected The usin interests 
to which we can look are those of the creditors, the debtors, 
the wagS'eamers, the hied income dass, the employers and 
tha state excbeqner 

^ When prloea are fatliog, a given amount o! money will 
represent an increasing amount of goods and hence when a 
debtor has to repay a partieolor amount of money, be returns 
a larger amonnt of goods than bo borrowed At the time 
of falbng pricea, therefore, the debtor loses 
Cr^^tors^**^ and the creditor gains When pncea are 
rising, the debtor gams and tbe creditor 
loses because tbe repayment of a given sum of money 
represents the retom of a smallor volome of goods. In the 
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case of Q0W loans, however, the creditor will ba able to make 
good bis losses. The rate of interest will 
aew'io^ns^*^ °° naturally rise in a period of higher prices. 

Again when prices are falling, the interest 
rate will fall and this will affect the creditor in respect of 
new loans granted by him. 


The waga-earners lose individaslly but gain collectively 
in a period of high prices. Wages do not rise as fast as 

, , pricte do, and conseqaantly, laboarars in 

Labourers ^ , 

employmaDt and that their real wages have 

fallen. Bat as a class they gain, because a period of higher 
prioss is a period of inor^eing employment. When prices 
are falliog. the real wages of labourers who remain in employ* 
mant inccease, because money wages do sot fall as rapidly 
as piloea do ; but as a class laboarers lose because employ* 
meet is sure to decline. 


Those earning fined Incomes natorally gain when prices 
are falling, and lose when prices are rising, 
^ed income ijj,g jmojjjar of each persons, however, is 
relatively small In every country. 


The employers gain in a period of rising prices and lose 
in a period of falling prices. When prices are rising, prodneers 

_ gain, first, because fchaic coats (mainly wages) 

Entrepreneuis . 

do not rise as fast as the prices of the 
finished products, and secondly, becanse there is an intarval 
between the time of incurring she espeoses aod that of 
selling the output ; when prices are rising, a margin of profit 
will ba created by the rise of prices during this Hms-lag. In a 
period of falling prices, employers lose because costs do not 
fall as rapidly as pricK and aUo becaasa any delay in selling 
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the ontpnti wonld mean a farther doclina in prices and conse* 
quentlf m profits 

The State eschequer gains in ft period of bigb pricea 
because it eipanencas an increase in tax receipts The 
receipts from income tax. easterns and excise 
GoTeintneai jj,gj,gj5g activity and iBcotnea 

increase on all sides The expcDses of the Government do 
not increase as rapidly as Ux receipts do In a period of 
falbng prices on the other side tax receipts decrease but 
expenses do not decrease to the same extent besides is 
extreme cases relief expesditnre may be necessary Tbe 
budget of the Government la therefore likely to be unbalau 
ced in a period of falling prices 

Depreciating currency or rising prices thns have ft 
stimulating effect on inland trade id the initial stages 
Snt depreciation is a spiral process’— each step forrvard 
necessitating a new step and tbe result is that ultimately 
onirency depreciates so macb and prices rise so high that 
people lose all faith in the oorrency A fight from the 
currency begins and trade comes to be entirely disorganised 

Q 6 Bew would you measure chaages to the price level 
or variations in the purcbaviug power of money ? ( B Com 
J9il me B A 1935 ) 

Q What preesntiona are necessary in ueins Indef 
Ntunbers as a test of changes in the purchasing power of 
money 7 (BA 19S7 ) 

By the price level wo mean the general average of all 
prices— a figure representing the broad trend of prices in 
general This price level woiild be easy of measurement 
when all prices move forward or backward in the same pro* 
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portion. Bnt aa this does no6 h&ppaii, t.e- as prices of different 
commodities change in diffeicent degrees, it is necessary to 
apply some method of averages to find out the general 
price-level. 

The simplest method is tihat of iaking the arithmetical 
average of the degrees of ehanges in the prices. First, 
we have to select a base year, the prices in which are to be 
taken as the standard of comparison. Then, 
the piices in the ywr nnder review have 
to he expressed as percentages of the prices 
in the base year, that is, each price in the bare year is to be 
taken as equivalent to 100 and the corresponding prios in the 
other year la to be expressed as a ratio of 100. When all 
figures have been calontated in this manner, the average has 
to be obtained in the foUowing way : 


Commodities , 

Prices in 1938 

1 ( base year ) 

Prices in 19iS 

Bice per md. 

6/. » 100 

le;- = 820 

Sugar par md. 

10’- = 100 

15'- “ 150 

Cloth per yd. 

If- = 100 

2/8 250 

Salt per md. 

' if- = 100 

7,8 = 197-d 


Total= 400 j 

Total 907'6 


Average 400^4 

Average 907'5-r4 


=100 

= 22S-g 


Taking 1938 as the base, the 7»dex i^KTiiter for 1945 is 
found to be 226'9 showing that in coarse of three years there 
has been on the average a ISO'S per cent increase in the 
general price-level. 

Snch an index nomber caloalated by taking simply an 
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aiitbmetical areraso of peTcesUss ebacgas m tba prices 
ccnceftis tbe reUtiTa importuice oi commo' 

BiSrreoces la jitica ^li (cmfflcdltiPS ftTO Dot equally 
to tis, ana. therefore, a lO per cent 
increase m (ha price of rice oaatters more to 
03 tban a GO per cent increase la the price of ancete In 
coDstrnctiD^ Indox Namben. it » pecossarf, thdre/orc, to 
aafee aUovra&ce (oi the tcUuse topoit&Qcft of diSeient 
commodities , this can bo done by giTiDg to inaindus) 
commodities proper wetghlt In acccrdacce veitb their lelatiTe 
importance 

A vttihiti index Dcoober can be constmeted vrhea we 
Vqow how to meiSTira the loporUsca cf comiacdilics Tbu 
>9 otoallr doDO by takioi icto cocsidcntioa 
the total expendilnre of conjuiaors on 
ditfereotcomnioditiea If, for eumplo. we 
Sod that salt le twice as npportant as sogar, cloth three 
times, and nee fi times, Weeap giro to sugar, salt, cloth and 
Tice tbs weights of 1. 2 3 and rwpsetiTely, aod correct oor 
index nnciber as follows 


Commodities ^ 

1 

Prices in l933 
(base year i 

Enoea m 191d 

Rice 1 

fi. 1 

IC0X5« 03 

16. 

S20X5=*’600 

Sagar j 

JO 

100X1=10') 

15 

1£0’« 1= If'f’ 

Cloth 

‘ 

100x3-300 

! 2,8 

^ C50X3= 750 

Salt { 

4- 

100x5=200 

IKO 

ATenge 

1100~U=IQ0 

,78 ] 

;1S7 6x2=37j 

Average 

23T5“11 = 
26l'J 
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Hera every figure baa been properly weighted and the 
average has bean obtained by dicing the total by the 
snm of the units of weight (1+3 + 3 + 5=11). After 
giving due consideration to the relative importance of the 
arifcoles we find that there has been a 161'4 par cent increase 
in the price level. 

No inde.x number is, however, perfect. The first difficulty 
arises in connection with the selection of a base year. The 
base year has to be a fairly stable one and 
yet not one very much far away from tb^ 
other years. The Second di^cuUy arises in the selection 
of oommoditiss- It is impossible to take into account 
every coffimodity in the market. Ik is. therefore, necessary 
to exeroise special care in selecting commodity so as to 
make the Index Number ae representative as possible. 
Another difiiouUy may arise on account of the changes 
in the nature of the commodities themselves ; commodities 
that were in common use in the base year may have gone 
out of use in the yoat nndor review and new inventions and 
discoveries may have led to tbeiocoreion of new commodities. 
Then, again, it is difficult to estimate correctly the exact 
weight to be attached to the commodities selactsd— -there is 
no absolutely correct method of doing so. And, lasfZy, wa 
have to bo careful about the method employed ; as we have 
to take average of proportions, the arithmetical average is 
not always Huitahle. The best result is obtEiined whan a 
geometrical average is tahm. ( The geometrical average of n 
figures, it may be noted, is the aSh root of the product of all 
these n figures. ) 
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Q 7 Ccapore tb» lasriu ud demsriU ef iiStitai 
typei of p*per moiiex ( S Ctm, l?3fi ) 

Q yrpitin ml cozment oa tlio fixed Sdadarr tjiUu 
of note Uiue f B Gon^ J913 > 


PftpuT acsoey u ased oi % sabshioie for tset&liio sooe? 
vntb mainljr two eodt la flow — ol hlcdUog big 
loioaDt of raJsa, md gaononnatiga cJ 
UgM^ preciwu tnetti*. It ti asud to tec? & ccttaia 

proportiOQ otreoervs a£us«t every t)pe of 
Qcte-iESQe, kcd tbe dificreat togooen of toepjog the tpseire 
{^ra difl'arcDt omisa ta these (acms. 


The t3]sple*t form of pole i^sae is whst 7»ber wohld e»U 
bosdred porcest mosey * t < notos bached by fall bolboa 
rMerrAi Ibcse cotes srv asdosbcodly rery 
sifesad *«cot«std they sUo elimi&ste the 
probsbility of over u«so Sot the system 
Is wastefol eod ooeoosomio esd mskci coo of tbe cub pU' 
pos^of note taas entirely nogetory 

The tisditioael British systeo) fass booa Ibs/ixfti fidjoary 
EysUxi Bader it. £docisi> aoUs t e. ootes act bsched by 
boILoo rcsarro cao be i&saad op to e fired 
Wt^*^”***^ Uoit end when tba laait has been reached, 
every addiUcntl Ifooe mest be folly backed 
by reserve m balboa. This system is e compromise between 
the Banking Principle of Leeping only the mLaunam reserve 
comisteot with safe oocrertibihty asd the 
C^ms * ^ Currency Pnnciple of enionng cObvef* 

ptmeidUs tibtlity throaglmnt The system has &11 

the advoaUgeo and disadvantages ol a 
eomprozmeo So long as U u pnperly worked it u as good 
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*8 aay other system ; bat it is easy to see that if the total 
note issue is very small Ibis system would make the reserve 
Unsafe and if bhetotrf iavery large the reserve will be 
wastefnlly large. 

In some cases attempts hare been made to give full dis- 
cretion to the note issuing authority in respect of the reser- 


ve ratio. A maximitm limit of the total note- 
issue ia fiaed mid the issuing authority la 
left free to decide what proportiou of reserve 
should bs kept. In the band of an uuscrapulcrnB issuing 
authority such system may be dangerous ; in tbe bands of a 
sound authority such a system nill provide elasticity and 
safety simaUaneougly, 

The most scientific method, and tbe most commonly adop* 
tod one is ttio proportional rosorve system. Under 'this system 
tbe note issuing authority is to keep a mini* 
fesCTT^e 8™ tem reserve of a certain percentage of the 

total note issue. Tbe most commmily used 
ratio is the 40 per cent ratio ; this ratio has been accepted 
as tbe standard in tbs U. S. A-, Germany and akoin India. 
In order to allow some slastiaty. arrangements are often 
made for lowering tbe ratio in times of emergency. 

Sefore coueluding we may note that the note issue may 
also be absolutely iDconvertiblo. Such notes may be made to 
circulate by the command or the Fiat of 
Inconvertible Government, and if issued in limited 

paper 

ijuantities they may serve the purpose of 
mouay q,uite effioieutly. But the danger of over issue is 
always there, and it is this danger that should be considered 
when embarking on a policy of inflation by issuing inconver- 
tible notes. 
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Q s Point oat th» znodiflentiODi introdnced m the 
system of note isane in Oie&t Britain by the Cnirency and 
Bank notes Act of 1923 " ( B Cm . lSi3 ) 

The T'lxed ¥idnciaty sytteta of oota issue was introduced 
in Britain by the Bank Charter Act of 1841 nbich allowed 
a cDaxunnni of £U miilion of fidociary notes This limit 
had been raised from time to time cntti it stood at 
£1S dOCOO m 1923 Special prorisicns were made for 
increasing tbs isane dnriDg 1911 18 and banknotes were 
snppleiDetited by tieasury notes of sm&U denominations The 
actoal ddneiary issaa atthe end of the first world war was 
grsdnally redcced according to tho recommendation ot the 
QnnttSe Committee and tater ttiUow<ng the letoamendatAn 
of the comcDittoe on the Currency and Bosk of Hsglaad 
Note Issnes (1025), the Corrency and Bank Notes Act woe 
pu««d IB 192S 

This act maintained the fixed fidociary ayatem The 
Issna DeparCmeot of the DaaL of Eogland was to usne notes 
against gold lesetTes at the rate of £3 ITs-Wid for etery 
onocs of gold held In addition fidoi;iaiy notes to the extent 
of £260 millions coaid be issoed 

Ad element of elasticity was introdaced by empowenng 
the Treasury to raise or lower the fiduciary limit on applica> 
tion from the Bank The Treasury could grant such 
permission for a period of six montbs with power to renew 
it Opto two years after which parliamentary sanction would 
ta necessary 

A third important provuion was that the Bank’s net 
profit from the lasne Departmetit (siUing from incomes of 
the seaanties held against the fiduciary issue) was to go to 
the government as a pnUio rerenne 
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Fandamentally, the principle of the Acfc of 184i were 
adhered fco. The Macmillan Committee held that the Act of 
1928, although it greatly enlarged the amount of the Bank 
of England’a fiduciary issue, and imported a measure of 
elasticity, confirmed as a normal arrangement the essential 
provision of the Act of l&li. 

Q. 9. Give a brief account of the provisions of the British. 
Currency and Bank notes Act of 1939. 

Changes were made in the Sdudary limit alter tbs sus~ 
pension of the gold standard in Id-'l, but these changes 
were all made according to the Act of 1928. The statutory 
maximum of fiduciary issue remained nt £260 millions and 
the actual changes made were all technically temporary. 
And, in spite of the rise in the market pries of gold, the 
Bask of Eogiand had to value Its reserves at the rate of 
£S-178. lO^d. per ounce. The Act of I93S fised the fiduciary 
limit at £800 millione in place of A260 millions. (The aotuol 
iemporanj limit had in 1939 come op to £400 millions). An 
important change was that gold was to be valued at the 
prevailing market price. As this price was much higher 
than the old statutory price, the gold reserves would show 
an excess. The Act provided that any excess of the gold 
reserves over the total value of notes would be made over to 
the Exchange Equalisation Account, and that the latter 
would conversely make good any deficiency. 

The Act came into operation in March, 1939. The war, 
however, changed every thing. The gold reserve in the bands 
of the Bank is now negli^ble and practically the whole note 
issue in Britain has become fidocaary. The limit has been 
raised in inatairaents, and now it is abovo £1000 millions. 
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Q 10 “An iacoBTertlble soM Uabo is » special case of 
mpaopolp Tslne * Comment {B A , 2922 ) 

Ad inconvertible note issne bts no intriniio valaa of its 
oivn It first comes to base nbate^sr raloe the issning 
authonty gives it i later it eom« to bare ivb&tevet value 
the market conditiops detemioe for it If tbe Oovemment 
woald keep tbe eoppi; of notes witbin limits it can 
maintain the value of tbesa notes and if tho supply 
becomes very large naturally prices will rise and money 
will depreciate Tbe vaioa of ineoavertibla paper notes 
thus dspenda on the abiUly of the Government to restn^'t 
the issue of notes It thus u a special case of monopoly 
value because monpoly value is tuDdameutally dependent on 
tbs power of tbe monopobst to regoiate the topply of the 
monopolised commodity 

Q 11 Discuss the comparative merits of the lisue of 
paper currency by hauks and if the aovernment respec- 
tively ( S A. 2922 ) 

It has come to be generally recogaiead today that paper 
currency should be issued by tbe central banking Institution 
of a country Tbe issue of paper notes fay tbe Goverment 
has no doubt some advantages People naturally have more 
confidence in the Government than in a bank , the Hosecre 
Sank notes for example have to be 
ncles-Xents gcaraoteed by the Central Government of 
India Then again it is held that if there 
IS any profit from note issue that profit should come to tbe 
Goreroment t e ultimately to the people It may also be 
argued that tbe cootrol of eurtency should belong to the 
body that controls everything dse 
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Demerits 


Oa the other side ife may ba pointed onfc that history 
warns ns against giving the Government tha monopoly of 
noto-issuo ; there have been very few Governments that have 
been able to overcome the temptation of 
indatiug paper corieacy in times of need. 
Besides, tha composition o( a modern Government based on 
the party system is always floetnnting ; it is desirabia that 
the oote-issoing anthority should be a continnooB and stable 
body and that ourtenay policy shonld be abova party politics. 
It may also ba added that correacy policy should be linked 
Qp with the reqniramaats of trade and indnstty and this 
can best be done by a body intimate with the msTkets. 

In disoussiog above the argameots against Government 
issue of notes, vro have, in a sense, arguments in favoui 
of issue by a bank. A paper carrenoy issued by a Central 
Bank would be above party politics, would 
notes*^ follow a systematic policy, would bo free 

from the danger of infiatios, and lastly, 
weald bo adjastable to tbe needs of tha businessmen. 

It is, however, possible that a bank having the power 
to issue notes will not exercise the power with a view to 
securing the best intarosts of society. A bank is a private 
institntioQ and it may be difficult for it to resist the tempta- 
tion of making proSts at tho cost of tha social interests. 

This danger does not, however, mise any insuperable 
difficulty. It only points ont the need for good JegiaJation 
for regulating tho ooto-issno. It has come 
Controlled to be recognised today that the best 

00^5*^^^°*^ system of note issua is one undertaken 
by a central bank working within the 
bounds set by wall-devised legislative measures. 
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Q 12 Explain ths dlfflcolttes ol aiktatilnlttg la tltculii* 
tion togather two metals at a Mint Batlo dlS'erent from 
their Ballion Batlo ( D Com, ) 

Q Oiscnts the aasestial featotes of bimataUlsm and 
describe its chief advantages and disadvantases {S A, 
1937, 1929, 102S, lOSQ \ 

Ths problem of tba standard has always been a difScnlt 
oqo EimBtallisna had for a Ions time been Toeogaisod 
as a Bnitable monetary ^g8tem> and it was only towards the 
close of the iOth csntatF that bimetallism came to be given 
np m favoar o! a monometalho gold standard 

A bimetalUo ontroncy implies that there would be two 
metali cirouUtiag together— both being need as standard 
ooiDS. te both being (ally legal tender and freely minted 
The Government would oaintaio a fixed ratio between the 
two metals 

It may be pointed oa( that a bimeUUio standard would 
secure the advantage of an adequate supply of money. It 
Advantsgeg standard currency le made of only 

one metal, (be eapply oi money may prove 
insafficient and this insufficiency can be remodied by the 
aimultaneoue issue of two metals It is argoed (hat this 
woald eecare a stability of (be prKO level 

It IS also pointed out that bimstalhsm woald stabibse 
the exchange rate bstwesn gold standard countries and 
silver standard conntnas and that it would do sway with 
the undesirable effects of fluctuations in prices and 
exchanges. 
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The greatest disadvantage of tiro bimatallie systeia 
arises from the difficulty of maiataming a 
DiBadvantages Q^ea yaUg between gold and silver 
when the market or bullioti ratio is cons- 
Disparity tantly fiactnating. The operation of the 

>nnT r°f,io and ^ Gresham in cases of anoh disparity 

Boliion ratio . would convert a bimetallic standard into 
an alter7tating monojuetallic system. 

If. for example, the mint ratio Is 1 : 15, i.e. if at the 
mint one onnca of gold is taken as equivalent to 16 ounces 

of silvor, and if in the market a sudden iadux of silver 

makes it possible to got 16 ounces of 

mommSSkm " '“‘“S* »' > »f 8^3, 

everyone would melt bis gold coins, bring 
this gold to the market, get silver in escbasge, and then 
ceoeive silver coins at the mint in exchange of this silver 
bullion. For every ounce of gold, it would be possible 
to make a profit of ono ounce of ulver. tJltizoately, gold 
coins would disappear and silver coins woold alone remain 
in circolation. 

On the other side, if an increase in the supply of gold 
in the market makes gold relatively cheap, gold will daw 
to the mint and silver to the market, and a gold mono- 
metallism will replace bimetallism. 

This is the greatrat difficulty of bimataUism. It is 
always likely that the boliion ratio in the market would 
be different from the mint ratio Bought to be maintained 
by the Government and this would make bimetallism 
incapable of functioning prt^erly. 

Of course, it is argued th^ there U a “compensating 
action of the double standard" loading to the establishment 
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of a parity betvesn the mini ratio and tho market ratio 
If silver becomes cbeap in tba market silver would go to 
the mint and gold wlU dotr into tfce market this very 
tendency may raise tbe valne of silver and lower tba valne 
of gold bringing back the normal parity Bat such action 
will be slow in operation and by tbe time one disturbance 
has been corrected a new one may bavs set in leading to 
a fresb disparity 

B metallism baa bean fonnd impracticable in most 
oountries The iscoisSon ol gdd in tbe 
world matketa m IS48 and the increase 
m tbe supply of silver m tbe seventies of 
the last oentury both proved tbe fntibty of trying to mam 
tain bimetallisu Bimetalluo therefore bad to disappear 
and give place to tbe gold standard 

<} 1 VTbea is a cosatry said to be on tbe gold 
standard ? There are degrees of tbe gold standard ** 
lUostrate tbe sUtemeat { B Com ISiO ) 

Q Wbat are tbs essential cbaraeteristics of & gold 
standard ? Explain tbe distinction between a gold bnlUon 
standard and a gold exchange standard ( B Com 139? 

B 4 im 19SS ) 

Q Show that a country may have a gold standard 
tboQgb it bas no gold in circulation and no great stock of 
gold (B Com 19i2 ) 

By a gold standard we mean a carreacy the value of 
which la In some way or other linked op with the yalae 
of a given qoantUy of gold The objects 
golii sUndaid Blandard ate, 6rst to maintain 

stability oi tbe exchange rates, and 
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secondly, to maintain atable ptirae. Gold, being a commodity 
having international aeceptiability and possessing a stable 
value, is regarded as a suitable metal for serving as the 
basis of curronoy. 

The gold standard can take different forms and that 
is why vre say that there are degrees of the gold standard. 

The naost weli-koown form is known as 
cioTen^ or the gold circulation 
standard. Id this, the link between 
, money and gold is diieotly secured by making standard, 
freely minted coins oemtaining a fixed weight of gold. This is 
the traditional form of the gold standard, and it was is 
ezhtance in Eoglaod throagbout the 19th century. 

It, howevat, came soon to be renlised that It would be 
liossible Co have a gold standard witboot resorting to a 
gold onirenoy. The essentia! objective is to seonre a link 
between the value of money and the value of gold and this 
link oan be secotod by indirect means. 

One method is to adopt wbat is known es the gold 
exchange standard. The internal enztenoy may be made 
of silver and even of paper, and the fink 
secured by making this 
cotrenoy convertible into the carrecoy of 
some gold atandard country, lo India, in the, years pre* 
ceding the War of 19id'18, the internal cnrienoy consisted 
oftnpees, but these 'rupees were convertible into sterling 
at a fixed rate of Is. dd. for a rapes. As the sterling was 
based on gold, the link ol the rapea with sterling linked 
it automatically with gold. Tiib system naturally Beeures 
the main obisetive of a gold standard without entailing the 
necessity of issulug a gold correnoy. 

14 



210 


SSSBNTIALS OP OBNS&AL BCOVOUICS 


Acother variaat ol the gold sUad u the Gold Bullion 
Slartdard which came to be Adopted bjr a large namber ol 
oonstrias after (he War of 1911 18 Under 
Gold Dnlhon j ^ coins do not exist but the internal 
Standard *’ 

oarrenoy le made cooTGTtible into a fixed 
quantity of gold bullion For internal pnrposa the paper 
notes will suffice gold bnlboo will be tshen m exchange 
of notes only for the purpose of making payments abroad 
The paper notes will represent a fixed quantity of gold and 
consequently the link with gold will be easily secured As 
this gold bullion standard was adopted by almost all 
OQi2otr>63 gold bullion became so international standard and 
this system has therefore sometioes bsea known as the 
ZnternatiOMl GoU Standard 

Besides these two other Tariatioos of tbe gold etaodard 
hare recently made their appearance One of them is the 
Flexible Gold •Standard ( adopted by tbs 
Flexible Geld USA) under which tbe currency 
Gold Reterre authority csD Tary from time to time the 
Standard quantity of bullion that a unit of internal 

currency would represent And tbe other 
form IS the Gold Beierve Standard under which there are 
agreements between ccmntries to mamtain gold resarres with 
a view to exchange eqaslisatioa through purchase and eale 
of bills of exchange 

Q 11 DiseoES the merits and defscts of the gold 
standard ( B Com 1944 ) 

Tbs main advantages that are claimed for tbs gold 
standard ( in any form ) are three 

First It ta pointed out that (be value of gold is oompara 
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biyely eUbla and, therefore, a conenaY linked to gold will 
easily maintain a stable level of prices within the country. 

Secondly, it is held tbot gold is the international medinm 
of exchange and through its movement from debtor coontiies 
to creditor conntrieg, it will cansa saoh price movements as 
to maintain international eQQilibrinin. A^if the cnrrency 
of each country is linked to gold, the rates of exchange will 
remain steady. 

Thirdly, the psychological value of having an objective 
standard is emphasiaed. People are not yet, it is held, ad- 
vanced enongb to understand a currency that is managed by 
a central authority with regard to factors not easily intelli- 
gible to the ordinary mind. Sat they can easily understand 
and respect a currency which Is made sp of or is freely 
convertible into what is commonly regarded as a sheet- 
anohoT of stability and high value. 

It was mainly because of these reasons that the gold 
standard was almost idolised. But recent experiences, during 
the last war and the last depression, have shown that the 
gold standard works smoothly only under certain conditions, 
and these conditions cannot be asBured in the present day 
world. 

For example, the snccessfol operation of the gold standard 
is essentially dependant on every country playing what is 
called the “gold standard game". The first rule of this game 
is that a creditor country most freely receive gold and then 
expand currency and orsdit and that a debtor country must 
freely export gold and contract its currency and credit. 
Very few countries have in the recectpast observed this rule 
and the gold standard cannot succeed unless this role is 
strictly adhered to. 
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Theo the maintenance ct & golii atandard compels the 
carrencjr antbonty to pay more regard to external atabibt; 
than to internal stability Thia necessity ol sacrificing 
internal stability lor assuring stability in exchanges is very 
mjnnoDs to countries with a largo volume of internal trade 
and a comparatively small votnine of foreign trade 

Tba gold standard baa np till now proved more or less o 
iairweather friend— working smoothly in Qndistnibed 
conditions bat failing in every cnsia Besides, in recent 
years the valna of gold had come to depend on American 
monetary policy converting every gold standard m a virtnal 
dollar standard The gold standard in its traditional lorm 
disappeared in the thirties and it u nnliksly that it wonid be 
re adopted except under ladieally altered conditions 

Q 16 Cistiagalsh between tbs mint pries or gold 
uid the market valas oC gold. ladicsts tbs factors by 
which vaine of gold is detensuted ( B Com 193S ) 

Q The infloence of prodnction of gold upon prices is 
greater than ever it was bnt ig u indirect Elaadata 
(B Com, 1934 ) 


Tba mint price of gold le the rate at wbicb gold can be 
bad in exchange of internal currency at tbe Treasury, or 
mare correctly, it la tbe amouut of internal 
currency that is legally equivalent to a 
given weight of gold bullion The mint rate 
is sought to be mamtained by the authority by means of 
unrestricted purchase and sale of gold at the prescribed 
pnee 

The market price of gold la dependent on the actsal 
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supply of gold in tha markat and tha extant of the demand 
^ . for it. This market price, it may ba noted, 
of gold ^ more dependent npoc the total stock of 

gold than on the rata of prodnction of gold. 
Gold is a very durable commodity and hence the largest part 
of current supply eonsiste of wiiat was mined out in the 
past ; tha current prodnction is only a small part of the 
current supply. 

Hence, in the case of gold, valna does not depend on the 
marginal cost of prodnction ; tha value is 

Market price determined by the total stock in relation 
oepenQe on 

total stoek ^t)tal demand and tbe valoe that 

is aotnally establisbed will determine tbe 
extent to which gold^minlDg can be carried on et present, 
The market value and the mint valne, however, have a 
tendency to eqnalfse, and tbie tendency is made effective 
by tha free purchase and sale of gold at the prcsoribcd mint 
pries by tbe Government or tbe oarrenoy anthority. 

Formerly, when gold was tbe only inaportant medinm 
of exchange, tbe Indaeoce of an increased production of gold 
on prices was direct. Tbe owners of the newly-mined gold 
conld command a larger pneohasing power, and, conse- 
quently, they could contribate to raise the price level. At 
the present day, the direct ioffaence, though, nob entirely 
non-existent, has ceased to be of impoitancs- The proportion 
of payments in gold to total payments todoy is small, and 
new gold at the present day goes to banks and not to 
indivldnale. » 

The banks will, however, expand credit when they receive 
more gold in their hands. There will thus be an expansion 
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of paper oanency and thfa will raise the prices Foimerlyi 
incTe&aed supply oi gold would ha^o raised 

JfSatScS '“"“•"IS "'8“''* 

coioa at the present day an morease in 
the supply of gold also raiaas pncses bnt this it does by 
increasing the quantity of credit instruments in circalation 
Gold today expands credit instead of eipandicg the Tolnme 
of money proper 

Q 16 The break down of the iaternelional gold standard 
13 a very serions hindrance to world cosmerce Explain 

( B Cm ms ) 

The existence ot a freely and properly operated inter 
national gold standard is a greet stusnlna to an expansion 
of international commerce The iDtemstionat gold standard 
which existed m tbe late twenties was not hi^werer an ideal 
one It was a gold standard circnoiscnbed by the policies 
generated by the scarcity of gold in the debtor countries 
and by the atenlisation policy foUowsd by tbe creditor 
conatnes Bat so long as the gold standard wss in existence 
exchanges were steady remittance facilities were arailable 
and some help to the deyelopmeol of commerce was necess 
anly arailabls 

With tbe SQspensiOD of tbe gold standard every country 
launobad a defensive policy of laoUtioa and resttiolionism 
As a result trade became smaller in volnme and when 
xeooTory came it came not be^se tbs cnTiencies bad been 
managed properly bnt becanee of the normal recnperativs 
power ot the economio eystem 

Thera ts no logical reason why a managed currency sbonid 
not seonre all the advantages of a gold standard Bnt m 
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prccbice. a gold standard uiWt^ a smaller volnma of 
reafcriofciODS and obsteeles than a managed paper eurrency 
end tliat is -why ti»e anspenaion of the gold standard means 
a hindrance to world coEnmerce. 


Q. 17. In wbat dlferent v^ys is it poiiihia to coiahma 
gold and silver in the eurrency system of a country ? 

{ B. A., im, 1931 . ) 


Tba most itcporiant way of combiniog gold and silver 
in the onrrancy of a coontry is to adopt bimetallism. tJpifer 
Bimetallism *** metals would concurrently 

eironlate as freely'minted, full legal tender 
Qoine, and there would be a fixed mint ratio between the 
two metals. It would be possible to maintain bimetalllam 
if tbs onrrency authority would be prepared to change tbs 
mint ratio with every rariation >o (be market ratio between 
the two metaU- Tbo failure to do this makes the donbls 
standard an illusion ; it becomes alternately a gold standard 
aod a silrer standard, 


It lias been proposed by Marshall and others that this 
difficulty may be obviated fay Inkroducing a standard 

„ . Instead of a doitble standard. The proposed 

SymmetalliBm . , - 

standard, cafled si/;nnieiae(i5m, would 
involve the circulation of paper notes which would he 
convertible into both gold and silver jointlj — one prsonting 
a ~ note at the Treasury woold got half the value in gold 
and half in silver bullion. Thus people would have to offer 
gold and silver to get paper notca and to receive both gold 
and silver in exchange of paper notes. 

Another method of combining gold and silver in a 
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curreccy system is the Lmptng Standard, under wbicb 

T ,11 gold and sUtot are both made fall legal 

Linvpiog staodara 

tenders bat while gold is freely minted, 
silver coins are issued IQ rwlncted gosntities The limping 
standard is bimetallism with one of its legs broken 

It has been admitted by all economists that these 
methods introdnca annecessary oomplica* 
Gold mono tiona If gold and silver have at all to 
metallism with , . , . . ,.i_ u . 

silver tokens fQt Into cireoUtioa togetber, the best 

and the simplest method is to bars a gold 
monometallio standard wita silver token corns 


CHAPTER VIII 

Banking and Credit 

Q 1 Discuss the varioos fonctloss per/orined by 
a modern banls (BA, m7, 192i, 2923 , B Com , J9J0, 
1937, 1932, 1931 ) 

The mam Innction of a modern bank is to act as an 
intermediary between the persons having sarpluses and the 
persons wanting tbs use of these surpluses, 
• ‘ tetMO eavais and the borrowers. 
It IS imposoibis for the savers to seek out 
good fields of investment, and, consequetitly, they go to the 
banks to keep their money on deposit , these banks then 
advance leans obt of the fonds thus secured When a 
bank accepts deposits it is borrowing, when it makes 
advances it u lending 
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The uwo main fanc&Ions ol a modern bank are, therefore, 
the acceptance of deposits and the adTancing of loans. 
Types of deposits deposits are accepted usually in 

three different forms- An individual with 
money to spare can keep his mcmay on fixed deposit with the 
bank for a specified period and he nii( not nsnally be allowed 
to withdraw bis deposit before the aspiry of the specified 
period and he will be allowed interest at a oomparatirely 
high rate. He can also keep bis money in savings deposit 
in which case ha will generally he allowed to withdraw 
money only once a weak. The most nsnsl and nsefnl form 
of deposit is, however, Current deposit, which allows with- 
drawal at any time the depositor wants. Prom the stand- 
point of the basinessroas the oarrent accosnt is a great 
advantage hecaase it not only facilitates payments bet also 
keeps record of all payments made and recsived. 

On the other aide a bank has to make adyances out of 
the fsnds available. Loans are osnolly granted on the 
aecority of valsabls property, bat sometimes loans are 
also granted on the personal seenrity of the borrower. The 
holder of a oarrent account can get an overdraft, i. e. a 
peimissiau to withdraw more than he has deposited. 

■When a bank lends, the borrower often does not with- 
draw the amount at once ; bo withdraws the amount 


Loans create 
deposits 


gradually os necessities arise. The bank, 
therefore, enters the unwithdrawn amount 
in the deposit accoont of the borrower and 


in this way a hank is able to create deposits by granting 
loans. 


These two functions are the most important of all 
functions performed by hanks. "Modern deposit hanking", 
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Vote-u«a« 


says “with its discount uud cheijno system is the 

highest product of ntilisstioo of credit, 
If sre granted are often 

made by diseoontiog promissory notes and 
titles to fntars payment A buamassman who will be in a 
position to pay in six months' time erscntes a promissory 
cote and then gets an adrance from tba bank by dis' 
coontiQg it It is trae therefore^ to say that bask “sx* 
changes its own credit for its cnskomer's credit “ 

Eeaidos these there are, of coarse, other fnnctians of a 
modem bank Noit miu le often andertaken by banks, 
tboQgh the preseat day tendency is towards concentrating 
the power ^ tasting notes m the bands of 
the Central Bank Beiidea a bank foelll- 
tales remittance throogh drafts, makes trarelling easy tbrocgh 
trarelUra cbeqaes and letters of credit, 
fae^^e ** arranges for safe custody of ralnabla things, 
facilitates international trade by buying 
and eellusg bills of exchange. keei» records of the caetcmer’e 
payments and receipts and perforins » number of other 
similar semces 

Q 2 Mention some credit isetnunents. Show how they 
economies the me of gold and how they can be used as media 
ofexchange (S A.19U J939.B Com. 1932, 1929.1928) 
Q What are credit ifistnunents ? i>iscbss their utility 
(B A J945) 

Q What is credit ? (S l9At) 

By credit we m»n the power of commanding at present 
what one normally wonld be able to command in fntnre If 
a businessman expects that three months hence ha would bo 
M.ami.goici.a.1 tom»k, 800 !» moner, ta may borrow 
and Spend now and then payofitha debt 
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whan money has acfenelly coma into hia hand. Hare what 
he has dona has been to tramfer to him now the purchasing 
power that woald othsrwisa haya been aTailable to him 
three months later. 

There are different sorts of credit instrnmants. Anything 
that is taken, on trust, or on confidence in the solyency of 
the person offering it, is a credit inatimment. The two most 
important instruments of credit are alieque and bills of ex~ 
change. A cheque is an order npon a bank 
of^Mohang^ to pay a specified ftmonnt out of the deposits 
of tbs drawer to the person named. A 
obeque may be drawn upon deposits lodged by the depositor 
out of bis personal income or upon deposit created by the 
bank through the grant of a loan- 8o long as people have 
oonfideaoe fa the drawer and on the drawee, cheques will 
oitoulate from hand to hand. Cheques economise cash sot 
only bscanse large amounts can be paid thiongb tbeie ins* 
tromects bnt also because cheques on different banks often 
cancel one anothet, making cask payment unnecessary. 

A bill cf aeohaiige ia an order upon a person (asually 
a buyer or an importer of goods ) to pay at the end 
of a prescribed period of time ( usnalLy, 30, 60 or 90 daysj. 
The bill of eschange becomes a oredit instinment when the 
drawee or hia representative has accepted It. It ia worth 
the specified amoact ol money at the end oi the peried of 
maturity and it can be used as a medinm of payment. The 
drawer of the biU of exebaoge do» not generally wait till 
the end of the period of maturity ; he ‘discounts’ the bill at 
soma bank which pays him the specified amount minus a 
discount at the current rate of interest on short-term loans. 
So long Ds people have confidence in the persons and the 
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parties a cheque or a bill of exehanfa will cagil; pass from 
one hand to another and will thos serve ss a taedmm of 
exchanse mating po&sible a coasiderabls eeoQOioy of gold 

There are of course other forms of credit icstroments 
As Kd have already noted anythiog accepted on trnst is 
aa instrument of credit, and m this Eense 

“r“?.“bmaeh “ IT 
reserves a corrency note issued by govern* 
meiit a bankers draft ptomiakory note, a bend are all 
instmments nf credit Bank notes and government aotas are 
a very important part of the circnlating media and as these 
are not oenally fnlty backed by legal tender reserve they 
Circulate on the etreogth of the Credit they oommaod All 
tbe>e un serve one or more (tinctioQS of zuoney lo a certain 
extent and all these therefore bnsg ecooomy in the use 
of gold 

The most important utility of credit bowerer. u that it 
enables a producer or a trader to get a preseot command 
over bta future iDcome A bueine^smaD has to spend &rst 
and earn later and the means for spending are available to 
him through credit instmineots If be can satisfy a bank 
that bis income prospects are certain the bank will readily 
male purchasing power available to him Besides credit 
instruments today form such a large part of the circulating 
media that a centra] bank oso control prices through 
changes m the terms aud volomq of credit 

Q 3 Both notes and cheques form part of onr 
currency There are differences however Discuua 
I £ Com W3 ) 

Notes and oheqaei qye both credit labtruments and 
as snch produce similar effects on the econonijo systom But 
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there are important differences between these two types of 
credit iuBtrnmants. 

First, notes are generally legal tender, while cheques 
never are. Notes are issned «tbar by the government or 
fay the Central Bank, while cheques aro drawn by private 
individuals. 

Secondly, notes are issned according to law or conven- 
tion at the initiative of the note-issning anthority. Cheques 
ate issued by private indiyiduals against their deposits. 
!rhese deposits are either lodged by them in the banks out 
of of their own savings or created by the banks in favour 
of borrowers. 

Thirdly, in every country there ore statutory provisions 
regarding the distribution of assets held against notes. But 
the distribution of assets held against deposits withdraw- 
able by cheques, while controlled by law in countries like 
the U.S.A.,' is left at the discretion of bankers in Great 
Britain. 

Lastly, notes easily pass from band to band and are 
rarely presented for encashment. Oheqnes also pass from 
hand to hand, but within a abort time thoy are either cashed 
at the drawee bank or cancelled through the clearing house. 

There are, besides, some technlcaE differences. Notes are 
issued in certain speciffed denominiations only Cheques can 
be issned for any aroonnt, la^e or small, including fractions 
of the standard money unit. Payment by cheque secures a 
rscord of the transaction mad% through the counterfoU of 
the deposit holder and through the books of the drawee 
bank. A cheque, if crossed properly, k secure against theft 
and misappropriation. 
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Q 4 Credit ii capital” "Cieiit is not Caid^ 
Ciacnss ( B Com, 1930 B A, 1923 ) 


graotms credit a bask enables » baeinesamaa to get 
command orer materials and reaonrces, > e. to get all tbs 
adrantagea that possession of capital would gire To a 
businessman the getting of credit aod tbs getting of capital 
are practically of the same eigoificance 


Credit 11 not 
eepital 


Bat it sboold be noted that credit in itself doee not bring 
capital into being nor does it increase tbs fond of society's 

capital Toole, machinery, bnildingcnsterials 

raw tnatenala, etc are created by Uboar, 
and not by lending as socb Bat a bank, 
tboagb not creating capital, is lostnimeotal lo regnlatiog tbs 
cotnoiaod of capital and id promoting the 
Credit giTei effectirs Qse of capital Credit represents 
capiuf" capital and it transfers the 

command over capital from those who 
possess it bat cannot atdise it to those who do not possess 
it bat can ctUisa it 


Q 5 Szplaln the process by vbicb banks create credit. 
What are the lisutatloos on the poner of the banks to 
create credit 7 (B Com 1938 1931 1931, 1923 1927, 
B A 1932, 1927 > 

Q Explain ' Loam create deposits and also Sank 
deposits bard in modern timea changed from deposits of 
to deposits of cre^t” {BA 19X 1927) 

Q. Banks can only lend what the depositors have 
entrusted to them Examine this view of the origin of 
honk loans ( B Com, 19i5 ) 
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A bank normally aocepte deports from genaine savors 
and lends the fnnds thns secured to basinessmen. Sach 
Lodged deposits ?epreaont commnaity’g saving and 

the bank pasAvely recsives these ; these 
can be called "lodged depostts." 

A bank, however, o&n a]soac(m!y ereaie deposits in favour 
of borrowers who have offered good security and arranged 
0.«i.4a.pi,.il. wlthd,™ thJ 

amount borrowed. When a bank has 
received a gennine savings deposit of Bs. SOO, it can keep 
Be. 100 in reserve, and erranga to (end out the remaining 
Bs, ADO. If, bowevar, the person who borrows this amonst 
does not withdraw it at once, a deposit will be created is 
bis favonr, and tbe total deposit Sgnres of the bwk will 
swell to Bs. SOO. 

If tbe borrower wants to withdraw tbe amount borrowed 
by him he will draw cbeqaes. hfost of these cheques will 
be deposited in some book or other and lathis way the 
lending power of the basking system as a whole will increase. 

Banks are thus able to manofactore credit. “They accept 
deposits which they loan ont again, and, in addition, make 
advances which have no deposits against them, by creating 
claims on tbcmeelves.” 

There are. however, liinits to this power that bants have 
of maDniactoring credit. The estreme 
Limita on the limit is Set by the extent of the valuable 
cred^ aecnrity that can be offered by the 

borrowers. This limit, however, is very 
far off. and the real limit is imposed by tbe necessity of 
keeping a cash reserve. 
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Most of thQ cUimg BgaiDst banks aia set) oS against oofr 
another, hot some easb is seceaSsrF iot payjog those who 
may require it A luge cash t^tto would secure safety, 

_ , bat to that eiUat TedoCe profits, while a 

Cash reserves r i i 

amsll reserve would increase profits at toe 

cost of safely A banker ba9,lberefore, to keep a safe proper* 
tioQ of reserve, and if expaosioa of credit tends to lower the 
reserve below this safe proportion, b« has to stop 

Practical bankers generally hold that baoka can ooly 
lend wbat the depositora have entrnsted to them; they argue 
that the initiative in the matter of expansion of credit rests 
not with backs but with depositors From what we have 
sees above about basks* power of eresti&g deposiUi U is 
difficult to accept tbc thesis put forward by bankers 
points out that if tbe Central Dank is willing to offer acco> 
modatiOD to tbe member bankSi tbe member banks can go on 
expauding credit almost to any extent Tbe 
Central Bank, says be, conducts tbe 
OTcbeetia and sets the tempo A practical banker, however, 
knows that the Central Bank may not always fall m with 
tbe wishes of tbe member bank and benes be is always alert 
for protecting bis reseire 


heyasi' view 


Q 6 Distinguish between bank credit and commeTCtdt 
credit ( B A mi i 

By bank credit we mean anything that a banl. does to 
make a transactiOD possible without the immediate ose of a 
cbualcash We get examples of bank credit in created 
deposits m bank drafts, letters of credit and cheques. 

Commeiciel credit is created by merchants and traders 
The best example is a bill of exchange through which the* 
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seUer gives credit to the bi^ez and at the asms time assures 
himself of payment. Book credits era also examples of 
eommorclal credit. Tberd is some trinsaction in goodb 
behind every eomroerdal credit bat not Eacssssrily behind 
all cases of bank credit. 

Q. 7. What is the isflueace of credit on prices ? 
( B. Com., 1936 ; S. A.. 1938. 1932, 1929 . ) 

It has been held by scane that credit will have no isdn. 
ence on prices becansa iha inatraments of credit cancel one 
another. This view is evidently erroneous. 
AU credit insttuments have nltimately to 
be liquidated in cash according to law, but 
in praobioe a credit iastroment is often paid off by another 
credit instrument, nod in Ibis way a costissons fend of 
credit is maintained- 

Whatever may be the troe legal oatore ot eradit, It is 
apparent that credit expands pnrebasing power, and, oosse* 
qnently, credit can have as mneb ioSoencs on pries as 
money proper. If, of coarse, a certain amoant of cash bos 

„ . to be held in reserve against the credit 

Credit and prices . . 

iBsned, there is smau dimination in tbo 
pnichasiog power avaiisble in the form of money, but this 
is negligible when compared with the volume of puicbasing 
power avoilablo in the form of credit inetmments. The 
credit instruments, therefore, are like money in indnanciug 
prices, and prices rise when the volume of credit expands, 
or when the velocity ot oirenlatioa of credit instruments 
increases, or when both of these are present simnltaneausly. 

Q. 8. “The art of banking lies in being able to distin- 
guish between a bill of esebangs and a mortgage". Esplsin 

15 
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this statement and lUtutr&tB jroar answer with referGsee to 
the operation of Commerelal Banhi in Great Britain 

(B Ccw.ZWi) 

Ordinat; commstctal banks generally acoept deposits 
sboit periods Current BOOouDt or domand deposits can 
withdrawn b7 the depositors at aiif time sariDge hank 
deposits generally once a week and time deposita at internals 
ot not generally more than a year As these deposits are 
ebott term liabilities for the banks they In tbeir torn can* 
not lend for periods longer than a year, and sataraUy 
would prefer loyestmeots which tcature within two or three 
months A commercial bank lo Great Britain therefore, will 
lend readily eo the etrength ot fCreaatiry bills or first elass 
bills of exchange and will freely porcbaso these A treasury 
biU IS a promise by the goTerniaent to repay at tbS ohd ei 
two or tbroe zsootb a bill of ezcbaogo Is a bayers pioaiUB 
to pay after 30, 60 or 90 days Commeroial baoU find in 
these good lastrameots for lovestiog tbeir fnnda so that these 
may earn something witboot sacrificing liguidity to any 
dangerous extent Treasnry bills can be easily re sold in the 
.market and bills ol exchange rediscounted Hence these are 
the most important items m the scbednle of the assets of a 
Butssb Commercial Bank 

On the other hand, a mortgage inrolrea a valuable and 
durable property used as a backing for a long term loan A 
commercial bank operating with money borrowed ebort" 
cannot lend long A mortgage mesna locking up of work 
mg ciipital for a long time and besides the value of the asset 
can fluctuate to a large extent A mortgage asset cannot be 
readily sold in the market and consequently it u a bad asset 
for a bank that wants to muntuu its position liqoid Special 
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typ^ o£ banb working with debenhtro-fQDds or long term 
deposits can, of conrsa, deal in mortgage credit. Bat 
commercial hanks have to draw a dear line of distinction 
between short-dated assets like' the bills of exchange aijd 
mortgage-assets. They can deal only in the market for 
short term deposits and. short tatm loans. 

Q' 9. What con&ideratioQS iuflseiice the banker In 
determining the character, composition and the amount of 
his reserve ? ( B. Coin.. IQ33 . ) 


Q. Indicate the objects for which bank resscysa are 
held. Discuss the merits of the various ways by which 
the basks of diS'ereat couatties protect theii lesecves. 

( B. A., ms. ) 


Every bank has to maintain a reserve for meeting the 
demand lot cash. The dep^iton. payees oi che^neB, peseons 
wanting to discount bills of eschange may all tegnire 
cash, and, therefore, every bank has to keep 
MMrve ^ ^ ^ manner as to be able 

to meet any demand upon it. The safest 
coarse would be to keep the entire assets in a perfectly 
liquid form, i.e. in cash, bnt this would mean that the bank 
woald earn no profit. For earning profits the bank mast 
sacrifice the liqaidity of assets : for secaiing safety some 
liquidity most be maintamed. 

A banker, therefore, has to strike balance between the 
two. Some part of his ossete he keeps in a perfectly liquid 
form, i.e. in cash. What part is to be 
kept in cash woald depend on hanking tra- 
ditions in a particular coantry : in England banks usually 
keep in cash about 9 per cent on their total liabilities. 


Liquid a 
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Tba olber assets are kept in a DOtfli^Tiid form , but eran 
in respect of these, the banker \nU try to aaenre liquidity >f 

, necessary. A banker, for eianjpfe, can 
Non bqnid aaaete ' , ^ , j » • 

iDTest in lodnstnal loans and also in 

GoTemment paper or treasnry bills A loan granted to an 
industry means tbe freesing of tbs asset for a definite 
period , bat an InTestment in Goyetment paper secures some 
liquidity, hecause if the bankor will ever bare to face an 
emergency, the papers would be readily sold and cash would 
thns be secured Cash can also be readily secured by 
rediscounting bills of exchange 


The reeerres of a bank consist of cash, bullion, semi- 
liquid as»sts and assets of dUaerenV degiees of 'illiquidity' 
The composition of tbe reserm would depend npon tbe 
chaiaoter of tbe business done, tba scope of inTSStment and 
also upon the nature of tbe help tbe bank can expect from 
the Central Bank In a country where there is a good 
Central Bank, member banks can be sate of getting assis- 
tance in emergency, end there will not, therefore, be any 
necessity of maiatainiag a large cash reserve 


Ordinsnly by tha term reurve, only the cash reserre 
IS meant Every bank bae to protect this cash reserve, 
and there are, m general, two methods of 
‘ namely, manipalatioa of tha 

interest rate and open market operations. 
■When the cash reserve is falling, a back may raise the 
rate of interest , this will attract deposits and discourage 
DiBcount rate discounting of bills-leadiag to an increase 
m the amount of cash m the hands of the 
bank By open market operations W8 mean purchase and 
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sale of inYestment-sBooritiee in tbo open market. When the 
cash reserva of a bank is falling, it may 

Open-market 

operations c^en market seoniities bald by 

it, and in this nay angroent its land of 
cash. What actually happens in this case is that non-li(^nid 
reaeiYe is converted into a licpiid reserve. Generally these 
two methods ace adopted, not by the banks individnally, bat 
by the Central Bank. 

Q. 10. Braw an imaginary balance sheet of a commercial 
bank and ezplain the items mentioned therein. (B- Com; 

ms.) 

A commereial book creates liabilities against itself when- 
ever It accepts a deposit from a customer or creates a deposit 
in his faTQQT. On the liabilities side, therefore, will appear 
in addition to its own share capital, the deposits in faYOnr 
of the onstomors. On the assets side will appear everything 
held by the bank— cash and everything that represents or 
can be turned into cash. The liabilities and assets have, 
of course, to balance and a proper apportionment has to ba 
made between the different types of assets held. 

The following imagmary balance sheet will be helpful in 
explaining what has been said above : 


ZYZ Bank Ltd. 


Liabilitie$ 

(a) Capital and 

Beserves...£3. d,00,000 
(h) Deposits ...Bs. 19.00,000 

(c) Minor liabi- 
lities Hs. 50,000 
(details to ba given) 


Assets 

(d) Cosh in band...Bs. 2,00,000 

(e) Gash in other banka 

...Es. 2.50,000 
(/) Oheques in course of 
collection, etc. 

...Ea. 1,26,000 
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(tr) Mooey &t call asd 

abort notice . Bs 1,00,000 
(A} Bills daconnted 

.. Bs. 1,00.000 
(0 Inmtiaerts Bs 6,76,000 
(;) Mrsaces , Ba. 3,60 000 
(jk) Other items . Bs 60,000 


Ea 20,60.000 Bs 20,60,000 

(а) Tbta Item lododea tbo ^id Q p capital sapplicd by 
sbarcholdera and the reserves created out of net pro&ts- 

(б) Deposits loclade time doposita and demand deposits 
and. nanally detaiUd figares at« given ot diScicni caUgotiel 

(c] Tbii Item ffl&yloclads notes itsQCd, if sDy« special 
lands created, eta 

id) k eonvenlent unonot ot ouh baa t» be bept lot 
meeting the deily demand ol the clients 

(e] Cash in other banks, especially tbe contial bank is 
as good as cash in band, bocrasa this un bo lannedutely 
drawn apoD ID case of necessity and can be osed for meet- 
iDg inter^banh obligations 

(/) Cheques are oonstanUy coming in and sent out 
Some remain nneasbod at any particalar moment and theio 
represent an asset, of course, on tbe assamption tbat they 
will be cashed 

(p) This item represents very short term loans granted 

to bill brohers and others on condition tbat there will bare 

to he repaid on demand 

(,k) This item inoindes tbe bills of eiphaiiges pnrehased 
and discounted by tbs bank 
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(i) iDTestmeBts represent long fcerm Eeanrities held by 
the hank, and 

(j ) Advsncea indicate the loans granted — in Britain 
usually through overdraft facUitdes — to businessmen. Hinor 
items are included in the last figure. 

The assets are arranged above in a descending order from 
the standpoint of liquidity and in an ascending order from 
the standpoint of earning power. Cash in hand has the 
masimma liquidity, fact earns nothing, while advances 
represent temporary freezing of cash, but enable the bank 
to earn between 5 or 6 per cent. Is Britain the cash 
generally is 10% or 9% of the total assets, . whOo eaeh 
call loans and bills together eoDStitatb aboont 83^%, 

Q. 11. What is the fhnetfon of the Central Bank in the 
entteney system of a country ? (B. Com-, 29d0 ; B. A., 19SS-) 

The backing system of a conotry is an organio whole ; 
different parts of it are essentially linked np with one 
another and it is impossible for one bank to move in a parti* 
colar direction without cansiog soms effect on the other 
banks. It is because of this that it is essential that there 
should be in every conotry a Oeotral Bank for directing 


Need ior a. 
Ceotral Bank 


and guiding the aotice bankbg system. The 
Central Bank may be an institution entirely 
run by the Government or it may be a 


State-regulated shaieholdeie^ bank ;bQt, in any case. It ia the 
pivot of the banking system and what the hanking system 
as a whole does is what it is led to do by the Central Bank. 

The Control Bank is, first, the bankers' bank, i.e. an 
institution that keeps the reserves of the member banks, 

„ , , , and if necessary, grants loans to them. As 

Bankers hank , . ... „ 

all banks keep their reserves with the 
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Central Bank, becomes tbs depoeitorf of tbs entire 
banking reserees ot the nation and the dnty 
o£ maintaining thi» raserve ( by the mam- 
polatioa ol the l>anhralB and by cpai 
market operaitont ) derrdres apoa it Tbe Central Bask 
can in this way encoorage or discocraga credit etpaosioa > 
if it 18 prepared to grant accommodation to member banka. 

these can go on expanding credit The 
frefit^*'"^ Central Bank, Seyae8,j g th« coudnc- 
tor of the ot«bestn and it sata tka tempc. 
It also offers facilities for re diecoontisg bills of exchange 

Another important function ol the Central Bank is the 
Msue of p^ptr curreneii lo most conntries tbe Centra! 

Bank enjoys this power as a aooopoly 
iSSMCotceMy It according to the 

law or the traditions Its position as tbs 
bankers' bank gires It control over Credit and its Position as 
the ncte-issuing aothonty gives it control over carrency 
Thus, banng the power to control both correccy and 
credit, tbe Central Bank ostorally becomes tbe pivot of 
the economio etmetnre. 

The Central Bank is also the banker to the GoTeni' 
meat. It receires and makes all pay' 
ments on behalf of the GoTersment ajid 
also manages the pnbhc debt 

As tbe controller of credit aijd currency, as banker 
of tbe GoTemment, as tbe anthonty determining the rate 
of interest, as the nltuoats holder of foreign resources, 
the Central Bank plays so important part m the econo- 
mic Lfe of a oonnlry By its own policy it can to a 
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Large esfcenfc, influence the growth of trade and commerce 
in a country, 

[ There are, in general, two types of Central Banks — 
ceniralised and deeaitralised. The Bank of England, as 
regulated by the Bank Obartec Act of 1844 is a centra- 
lised u^tution, it being the single body 
The ^ controlling oarrenoy and credit. The 
Fedmfrewtve*- Bflserve Bank of India is also a centralised 
systam banking institntbn, la the E. S. A., how- 

ever, central banking is decentralised. 
There ace twelve Federal Besorva Banks controlled by a 
Board of Governors ; eadi Federal Beserve Bank is the 
Osntial Back for the area allotted to It. ] 

•/ Q. IS, What is bank rate ? Discnss the effects of the 
hank rate on general prices and on trade and industry, 
f B, Com., 1030 i B. A., 1930. 1931, 1924. ) 

The back rate is the official rate at which the Oenttal 
Bank is prepared to discount bills of exchange. It is 
generally higher than the rata of discount pcevatent in the 
market ; banks discount the bills at a low rate, and if 
necessary, redisconnt them at the Central Bank. 

This bank rate or the official rate of discount has an 
important eileot' on prices. The effect is produced in three 
different ways— throng the influence (i) ou the quantity of 
bilJs discounted, (ii) on gold TOsorvea, and fiii) on the relation 
between saving and investment. 

A rise in the bank rate will reducs the number of bills 
discounted ; holders of bills mil find it profitable to bold the 
bills till maturity rathar than to cash these 
Effect on the at a high dlscoont. The result will be 
number of bills . . . i t i. 

discounted diminution m the quantity of bank 

money flowing into the bauds of the public. 
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A fall ID the bank rate on the other side mil increase the 
nninber of bills discoonted and thns increase the Sow of 
bank money in the hands ot the people A rise in the bank 
rate has thns a dedationtry eflecC« and a fall m tbe bank 
rate an infiationaiy effect 

Tbe second effect of the bank rats cornea tbrongb tbe 
5anl;resertet and sfiort loan /undt of foreign iaveator&- If 
the bank nta rises, foreigners will send 
MMrtes” ^ ^ tnTested at high rates, and thus 

bank rceerree will incieafs enabbng them 
to expand credit If the bank rate falls foreigners Will 
withdraw tbeir balances . the reserves will thus fall, and 
credit will have to be contracted The effect hers is the 
opposite of that mentioned first , tbe two noay almost 
nentralise each other 

Tbe most important effect ot the bank rate on prices 
and on trade and indostry cemes tbrongh tbe infloenee 
on iavittff and iftmfmrnf A. high bank 
Effect on Saneg encourage esTing and thus reduce 

and InTestment ” 

the expenaitore on conent ccmaumption 

It will , on tbe other side, make it oppiofitable for business 
men to bomw , as a lesolt business lavastssenta will 
deebne and Isbonreis and raw matenal producers will 
earn less Their poichaslDg power will decline Tbe 
combined result of all this will be to cause a downward 
movement in trade and mdnatry and a fall m prices A 
lowenog of the bank rate on tbe other hand, will discourage 
saving increase expenditure on current consumption stimn* 
late business and increase all incomes Trade and industry, 
therefore, will ffontish and prices will rise 

The hank rate is thereiorek an effective ragnlaior of the 
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ecoDotnio syetsm. except in very special cases. When b 
boom 13 in sight a raising of the bank rate 
a regdato/'^^* * brake on the expanding tenden- 

oy ; and when a depression is apprehended, 
it can be prevented by a^loweting of the bank rato of 
disoonnt. 


Q. 13. Biscnas the various factors that influence the 
disconnt rate. What is the relation between the discount 
rate and the general rata of interest ? ( B. A., J933 . ) 

The discount rate depends [andaffientaUy on the supply 
of bills of exchange and the demand for getting these dis- 
coanted. If the market conditions indnoe 
peoplo to hold cosh, tbs demand for dis* 


Demand and 
Sapply 

cQaatiogof bills will be greater, and banks 
will then be in a position to ebargo a high rale of discoont. 
When peoplo ate unwilling to hold cash, banks will he com- 
pelled to lower the rate of discoont. 

The rate of discoont also depends on the rate of return 
available from other channels of investment, e. g. from 
anew issne of Governmeot loans. If the 
Govermnent is borrowing at a high rate, 
all holders of bills will cash their holdings 
and invest in Government paper. The rate 
of discount in such a case will rise. And, when no good 
investment is possible, people will go on holding their bills, 
and, conseciuently, the rate of discount will have to fall. 
Every change in the assets available in the money moiket, 
c. S', a new issue of treasury bills, will affect the rate of 
discount for bills of exobange. 

Speculation also plays some part. There are often speon- 


Bettirn from 

alternative 

investments 
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UtiT 0 transactions la bills of esehanga tbemaelras, a&d, 
bsside*. bills may be disooncted la large 
SpesnUUoa nnmbere »n order to pronda funds for 
spocnlatira transactions in other commodities- 

The discount rata is tba rata of mterest for tba short 
tern loans vrbile the general rate of interest u the rate 
fcr long term loans Thera may be some 
Tie ^comS rat# be{tt«o the two, because soma 

and lbs mtttul . . , t 

rate funds may be aTailabla only m toe snort- 

loon marbet and not in tba long term 
loan marhst. £ct, m tba mam, the two rates would nnora 
on parallel lines, becansa a great disparity between the two 
may mean tm&fer of funds from one market to the other, 
A high discoBSt taU la tbe ebot loan market may indnoe 
holders of long term seeonUes to sell tbeir assets and to 
mrest the money thos sesored for short periods And tba 
reverse of thu Is also qnile probable 

/ Q 11. Sescnbe a Clearing Bouse, and tba ecouoaio 
temce it reniera. (. B Ccm, lOH, 2935 ) 

A Clearing Hoose is a plsceLJobere agenU of digeryp t 
banks meet for settline claims against one another Every 
day, every bank receives claims against 
other banka and from other banks These 
may. to a Urge extent, be cancelled against 
one another, and it is for factfUting such cancellation and 
setilemenii that Cleansg Bouses are established 

AB members <>1 the Clesnng Hoose have an account 
with the Central Sank of the area and the Central Bank 
also keeps an ‘•Account of the Clesnsg Bankers ” At the 
close of tbe day’s bcsiness, the balance dne to op from tbe 
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Olearlng House from individual banks is ascertained and 
the amount {3 transferred to or from the Acoaunt of the 
Clearing Bankers from or to the account of the individual 
bonks. 

The CJeann^ Honsa isaUe toaare mnoh troubld, iim& 
and expense. Every bonk receives cbeguee on other banks. 

If every bank boa to send its messengers 
Services rendered other hanks for encashment of the 
cheques received, there will take place every day a large 
number of payments and cross payments which can easily 
be avoided by the Olearins House. AU cheques leoeired 
by one bank against the others ate taken to the Clearing 
House, where all olaime and counter claime of one bank 
vis-a-vU another are checked, and only the net excess of 
olsiss bss to be paid. Even this is not paid in cash ; the 
sxoesa is paid by traDSferriog tbe snm from the aeconnS of 
one bank to that of another at the Ceutral Bank. 

Q. 15. What are cyclical fluctuations ? Xiicnss their 
causes. Mention some measures that have been suggested 
for the effective control of these fluctuations. [ B. i., 2943 . ) 

Q. Biscnss the theories that have been put forward 
to explain the cyclical nature of trade fluctuations. (B. Com., 
2935, 1931 . ) 

Q. What are the causes of industrial or economic 
crises ? How can these be prevented ? ( B. d., 1988, 19S4 . ) 

A study of tbe history of economic development shows 
that progress has never been smooth and continuous. 

There are alternating phases of upa and 
Ups and downs o£ good employment and unemploy- 

ment, of increased activities and depression, of high prices 
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ond low prices It bas been oar ezpenicoc that trade and 
indcgtrial ;Qactaatioo9 are o^olioil m natqre 4 period of 
optimism, of laoieasei activities, credit expaosioa.blgh prices 
and prodts u Collated by ona of sUguatloa aad pessimism, 
of low prices low profits and alow lerel 
Trade C 7 cle BiBploymeot To this entire movement 

or fiuctnation we give the aame of a trade epefe and we nse 
the term cnsts to denote the aoddea ehaege from a rising 
phase to a downward phase 

Vaiioaa erplanaliona have bean given to accoant for 
these cjclioal dactaations or the recurrence of lodastnal 
oruis Some have tried to explain these 
Overptodnctioa pointing oot that production often 
taoreaaea bevood what can be parchaaed at rsmacetativa 
prices by the consumers Where prodcoers find that they 
have produced so much that they are sot able to sell their 
output at a profit, they suddeoly contract pcoductian, 
producing a series of repercossione on every part of tbs 
economio structure 

Otheiv point out that the mam cauae of a boom or 
rapidly rising activity le indiscriminate credit expansion 
If credit gradually goes on expanding, a 
Credit expansion come when bank reserves would 

become inadequate Some banks will fail and others will 
contract credit In any ease, a panic will ensue and this 
will bring abont a crisis 

There are others who point out that tbs mam explanation 
of the trade cycle is to be found in psychological factors 
Optimism breeds further optimism and the 
upward phase continues Then suddenly 
some exteinal cause gives a shock to this 
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optimfsni and ft saddanly tarns itself into a pessimism of the 
worst sort— causing a stagnatiim in trade and iadostry. 

We have to remember that a trade cycle is a comples 
result of many faotors and it is impossible to find one single 
esplonatioa of its recnrrance* fCho causes of trade cycle 
are partly industriaJ, partly monetary and partly psychola^ 
gicaJ, and if remedies are to be soaght they also can be 
applied in these three different directions. 

By restricting ontpat before a orisis has actually come 
or by maMcg the wages elastic it my be possible to tacys 
the indnstrial causes of tbe trade cycle. A 
Bemedlas good Central Bank, ora watchful Govern- 

ment may put a check on undue expansion of credit. 
And the waves of undue optimism and pessiousm can be 
regulated by making informatiou about actual oouditious 
in the market more widespread and by giving full publicity 
to tbe shape things are coming to take. 

As effective remedies, there are two important policies. 

!Ibs first is tbe regulation of tbe rate of 
Eegulation of interest. An increase in the rate when 
the mterest i&ta , 

prices are on the upswing and a reduc- 
tion of the rate when a deptesaioa ig aear at hand would 
help to stabilise tba prices, activities and production. 
The second is a wisely directed public works poii'cy. If 
during ft depEKslOQ the Government would 
Public works nndertaka a sonnd scheme of public works. 

the labourers will get employmonb and 
ineteased purchasing power ; and this may eompansata for 
the reduntion in business activities undertaken by private 
enterpi-oneuTS. 



CHAPTER IX 

International Trade anil Foreign Exchange 


^ Q 1 EBtinate the adraatages of interaattosal trade 
( B Cora » mo , B 4 » ml \ 

Q Bucnss tbB adraatageii and disadvantages of 
inteinatioaal division of laboor ( B i , 19H ) 


Trade between natiooa is only a special case of localisation 
of indttstry or territorial division of labour All places are 
not eqnaltr ef&aent in the pTodnctioQ of all 
Interoational oomtooditiee , some have pbysioslf climatio 
diviM^o^iaboat and economic advantsgee for theprcdnction 
of particular oommodlties while others 
may have advantages in other direotions Every oonstxy 
gams if it imports things it cannot produce efficiently and 
exports things m the prodootion of which it is particnlarly 
efficient 

The greatest advantages of international trade or inter* 
national division of labour le that every oenntry is able 
on the one side to get things it cannot 
Advantages prodoce with efficiency, and on the other, 
to apply all its labour and capital for the production of those 
commodities which it can turn out best Every country, 
therefore gains as -a consumer — becanse it 
Mdi^pT^acUon cheapest possible price things 

produced under the best possible circsm- 
stances and as a producer because it is able to secora the 
most productive use ef its own lesoutees 
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International division of labour fchus leads every country 
to apply its resonrces in the most productive manner and on 
the whole, thaiefore, the total resources of 
Most prodoctiva the World are most fully utilised. And, 
applioation of . 

moreover, the mere fact of international 


' trade or the prodnction by every country 
of the things it can produce beat leads to the oreatian of now 
economies and as a roanlt everyone is able to get the 
advantage of lower prices. 

The final result of this is (be creation of a link of 
interdependence between all conntries. 
Intordepeudenae This converts the whole world into one 
political economic nnit of wbioh every pare serves 

the others in the beet possible manner, 
Trade and commuaioations develop band in baud, and the 
eSeobofthis economic interdependence ia to biisg .about 
some degree of poUbioal amity among nations. 

Sometimes, however, this international trade makes for 
difficulties and bardebips. When trade goes on freely 
between an industrially developed country 
and other that is backward in develop- 
ment, the latter will not be able to make her industries 
efficient. It is because of this difficulty that unrestricted 
foreign trade has often to he checked by means of protective 
duties. International trade may also lead 
to esploitation of resources at the present 
moment at the coat of the interests of the future generations, 
Besides, too great an interdependence among nations will 
lead to difficulties when commnnieatious and trade are cut 
oS by, say, a war. It is beoanso of this danger that a plea 
ia often put forward for a diversification 0/ indusiries, 

16 


DiBadvantagea 


Need for tariffs 
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Incipita ot all ibeso diaadvanUgas it remaiDB tree that 
the advaatagea ol loteroational trade eanaet be forgone by 
any coantry today. The dnadTantagea tao, to acme extent, 
be neattalwed by protective tariffa, planned esploitalioft of 
teaonroea and deliberate attempt at divereiScatioii of 
industries 

y' Q 2 Why fa it neeetaary t« /onon'ata the theory of 
international trade aa dlitmct from that of domeitle trade ? 

( B Com , 1933 ) 

Q Buenta the baais of letenutiooxl trade. ( 5 

15i3,B Com, mi ) 

The theory of yatoe la pre eisinaDlIy an analysia of 
the relation between soppiy and demaod, and this aoalyais 
ehoQld nataially be aa true lo the case ot iDteraational 
trade ai m that ot domestio trade If, tberelore, ve 
foTisniate a eepeTate tbeoiy of inteisatiODai 
Differences le trade the reason liea m the diffareneea a 
condiuon* . , 

the ooQditiooe attesdent In tbe case of 

trada between nations a namberof obslaolss or ditBcnlUea 
bava to be oTercooe Long diataocea bays to be corered and 
heavy traaspert coats loenrred Costonia duties bare to be 
paid on crosBiDg every irontier CiffereoceB in langnage, 
laws, business practice and correucy eystem — all these 
also aoeount for the special character of tbe theory of 
iaterpatioQ&l trade 

The most important cause of this special character la, 
however, found id the comparative unmobility of labour 
and capital between ono country and 
another If all resouicea bad been capable 
of moTiQg freely from one country to 
another there would haw been little or Do cooparativa 
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difference in costs, and international trade would have been 
unnecessary. But, resoutcee, in fact, dn not move freely 
from one region to another, and oonse^nently, one area 
produces a oommodiky cheaply while another area is effi- 
cient in prodnoing another commodity. International trade 
in goods, points oat Berkii Ohlin, is the inevitable result 
of international immobility of resources, and it is this 
immobility that is the main factor in giving to the theory 
of international trade its special character. 


Q. 3. State and explain the law of compaiativa cost as 
applied to foreign trade. ( S- Cam., 1SS8, 1925. ) 

Q. State and examine the theory of isteroational 
values. ( B. .d,, m$. 192$. ) 

The special character of the theory of intornatlonal 
values arises from differences in the relative scaroitiea.of 
faotore of prodoction in different connlries and from the 
immobility of these factors. As a resalt, one coantry may 
prodnco wool at a low cost while another 
Absolute diffe motor cars very 

Jtoces in cost ’ , » 

cheaply. In Each cases of a&soiufe diffeTmces 
in cost, trade would quite nataraliy be established between 
the wool-produfling coontry and the motor carprodudng one. 


In most oases, however, trade tabes place becanse of 
differences in comparative cffite. We may take two eonotries 
A and B, each capable of producing wool 
country A can prodnee 
ab the cest of Bs. 10 either 10 mds. of jute 
or 15 mds- of wool. In country A, therefore, the-rato of 
exchange between jute and wool will be 1 md. of inte= 
li md. of wool. And, suppose, in country B, at the same 
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cost it IS possible to prodnee 8 mde of jnte or 10 mde 
of wool, the rate of excbanfie being 1 codr of ]ats»l} md. 
of wool 

Here, appiirentlp, oocotry A IS teore eOiciect tb&a coqq- 
tiy B in prodnclog both jats and wool. But, tompcinMtly, 
her efBciency is greater m the case of wool than m 
piodncing ]ute , abe baa adrantago lu both, but a jup^rtor 
advantage m wool Oa the other side, 
Snpenoz advaa country B la less elBcient Ibaa A in the 
diaadruiUgeV pTodoetiOQ ol either of the commodities, 
but she has a tmaller ditadvantage m 
producing juts than lo prodaciog wool Country A will 
gam by producing wool only because her efSeieney in 
producing it u compiratirely great , country B will gam 
by producmg jute because her oomparatiTC inefQoienoy in 
producing jute la small Trade will tate place between 
A and B, A producing wool ooly asd getting her jute 
from B 

This 18 a simple statement of Ibe theory of compara* 
tire adyantage or oomparatirs cost Every country pro 
dnces the commodity in which she has got a superior 
compaiatire adrantage, or, if that is not possible, the smallest 
comparative disadvantage. 

The actual rate ol exobanga between A a wool and B a 
Jute will depend partly npon supply conditions and partly 
upon the conditions ^ demand A will he quite willing 
to take B’s jute, provided ebe has to give lees than li md of 
•wool for every maund of jute , i! she has to 
proatable for her to 
produce jUt&heiBfclf Siroilariy, B will be 
quite willing to buy A'e wool, provided she receives more 
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—lies between 
limits Bet by 
comparatiTe 


than li md. of wool for 1 md. of jnta. The rate of esehange 
between jnte end tpoo! will, tbsrafore, lie 
between the limits eet by the two compara* 
tire cost ratios in the two different 
countries, ie. between 1 md. of iat0= 
md. of wool and 1 md. of inte=li md. 
of woo!. Any rate midway between these two will satisfy 
both A and B. 

Where the actnal rate will lie will depend on the 
intensity of A’s demand for B's jnte and the intensity of B's 
demand for A’s woo!. In every bargain, 
rained by^reei* porcbosor with a greater degree of 

pioeal demand aafernoss loses, and hence the rate mil 

be favoumble to tbe conntry having an 
elsstio demand for the other coantry's goods and nnfavonr' 
able to tbe coantry whose demand for foreign goods la 
iselegtio. 

We can, therefore, conclude that the vnlnes of commodi* 
ties entering inteiaattODal trade between two coontriea will 
be determined by the reciprocal iotensity of demand acting 
within the limits set by comparative ctsta. 


Q. 4. Suppose that the same cost produces 10 units of 
wheaJorlo aaits o/fuguria* the coantry A and 35 units of 
wheat or 10 units of sugar in the country B. Is trade 
likely between A and B 7 {B. A., 29Ji.) 


This is a clear case of advantageous international trade. 
Country A is relatively more efBclent in producing sugar and 
country B in wheat. Country A will gain if aha devotes all 
her resources to the prodaction of sugar and gets wheat by 
exchange from B. The amount of expenditure which can 
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^rcdacd 10 QDi^a of wheat luA will prodaca Maoitsof 
SQgai If this amoQQt of sugar la sect to B> B caa gire tip to 
22^ Qoits of wheat in eichange for, la B, 10 amts of sugar 
bare tbe same cost as 15 nnlts of wheat- Similarly B will 
gam by prodacicg wbear alone a&d secoring sugar by 
eschauga from A 

Any rata ol excbauge between I amt of wheat=]^ units 
of sugar (tha cost ratio in A) and I amt of vheate 9 nnit of 
SDgsr (the cost ratio in B) wiU be pro&tsbla to both the 
countries 

Q S Why dees not each coqstiy concentrate on tbe 
'^prodnctlon of one article only and secure all tbe other goods 
it needs by exebange ? (BA, 19i3 , B Com I9Si ) 

Aocordug to the strict theory of lolernstioDal trade each 
country should prodaoe tbetarticia only in the prodoetion 
of which it has tbe Isrgeet comperatire adrantage, and 
secure all its other reqairetnents by exchange Bat la 
practice, it 18 not possible for any ooontry to Idlow this 
mle There ere meoy reasons for this First the resources 
arailable within the country may be ibede^uata tor produ 
cing such a large output of tbe selected commodity as to 
make possible the import of al) other articles in eicbsuge 
of it Secondly, theca may be perishable and balky resources 
ayaifabla within tbe country which would run to waste if 
they are not utihied to ptodnco something eren il compara- 
tive advantages are sot great Thirdly too large an ezpao 
sioo of tbe production of one aiticle only may bring la the 
operation of the law of dimioishiDg returns thus turning 
the comparative advantage into a disadrantage Lastly, too 
much dependence on tbe ptcdaction of cue article oaly wilJ 
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mean great distress aud QomoploymeDt if suddenly there is a 
shift in the demand in 6bo world market to the output of 
soma other conntry or to some newly invented snbstitote, 
It is bseanse of these reasons that, in practical policy, 
diversification of indostrias, even at some aaorifiea, has been 
held to ha preferable in the long run to the development of 
one single industry. 

Q. 6. “The fact that a commodity can he piodncsd at a 
lower cost by one country than by another is no gaarantee 
that it will pay the first country to produce it and not 
import it from the second” Explain and illustrate this 
statement. { B. Gom., 19i5. ) 

International trade depends not eicoply on cheapness of 
the cost of prcdnction, bat on oompaialive cheapness of coat. 
England may produce wheat more cheaply than Canada { 
bat it does not necessarily follow that England will prodnoa 
and export wheat. If England's comparative efficiency Is 
greater still in produolog barley, it will pay her to withdraw 
her resources from the prodnotion of wheat and concentrate 
them in the production of barley, &. vary large output of 
barley will make it posMbfo for her to get more Canadian 
wheat than she could obtain if she had need some oi her 
resources for producing wheat in preference to barley. 

A coEcvete case may be taken. Suppose a given cost 
produces in England either 10 bushels of wheat or 12 
bushels of barley ; the very same cost produces in Canada 
5 bushels of wheat or 3 baehala of barley. Hera England’s 
cost of prodnotion of wheat is lower than Canada’s. But it 
will be profitable for England to prodneo barley and get 
Canadian wheat throngh exchange, bBcause while her pro- 
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dDctloQ 18 efficient lo growi&s whatt, it la still more efficient 
in growing bsrief 12 bashda of bsrlef sent to Canada will 
fetch in exchange 20 hnsbels of wheat (because m Canada 5 
bnsheU d wheat and 3 bnsheUof barUj* hare the same cost 
of prodoction) Bat if England bad devoted the given 
amoaat of expenditure to prodoctioa of nbe^ on her own sod. 
she would have got 10 bnahels odIf 

y Q 7 Qnv Imports are paid for bj onr exports ” 
Elucidate (BA, lOiU 1S36, 193J, 2S32 1931 , B Com-, 
1938 ) 

Q How is the balance of Indebtedness between two 
conatries settled in normal times 7 { B A , 1919 ) 

Q ‘ Tbs dov of specie from one coonttF to another 
sets In motion foreea which sooner or later stop the flow” 
Ampllf; {B A, 1926) 

The balance of lodebtedness between two conntnes 
depends not onlf on the export and import of goods hat also 
on the export and import of lovisible semoes A coantrf 
receirea payment from abroad for tbe goods it exports . it also 
receives payment for tbe ssmees it does to people in other 
countries Paymenta therefore sra received for both visible 
and invisible exports , and payments have similarly to be 
made for both visible and iQVieible imports 
TmbU and In* Among items of invisible exports and 

TieiDiertema . , , , , 

of trade imports we may mention shipping banBing 

and insoraoce services rendered by one 
country to anotheri touiists expenses payments of losnad 
funds repayment of loans payments of interest, edncational 
expenses abroad, etc 
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The indebtedneEa of & coontiiy to another normally 
balances tvith what tho country is to recoive from the other 
conntry. This wo generally put in the form of the state- 
ment that exports pay for imjports or that exports and 
imports balance each other. Of coarse, 
Exports pay for make a statement like those given 

imports ^ 

above, we mean that visible and invisible 
e.\pai(5 taken together pay for the sum of the visible and 
tho invisiblo imports, 

That in every case an ultimate equality between exports 
and imports will be reached can bacosity shown. If in the 
trade between country A and country B, country A bos a 
favourable balance of trade or an e.veess of exports and 
country B bos an unravourablo balance of 
'3pac5e-flo(v-_ trade or no excess of Imporfe, country B 

mechanist* will have to pay country A for the excess, 

and this payment can only be made in gold. 
Gold will, therefore, dotv out from country B to country A. 
lowering the volume of money and bank reserves in the 
former and inoreasing the Tolumo of money and the bank 
reserves in the latter. As a result there will be deSation and 
low prices in country B and indation and high prices in 
country A. 

The inevitable result of this will be to discourage exports 
from A and imparts into B and to eucournge exports from 
B and imports into 'A. because a conntry 
Plow of specie with high prices B a bad one to buy from, 
itself stops the ^ -.u > • - j 

floiy while a countey with low prices is a good 

one to Eeil in. Bxporte from A to B and 
those from B to A will thus come to equality as the result 
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of tho pMco cbacges broaghi &boal by tbs flow of «peoi 0 Thd 
flow of Bpecis itself will tuftka tha flow of specia conecesSary 
There cannot recoaio, therefor^ any disparity la the long 
nio between a coantry's ozporta and imports If exports 
exceed imports, gold will flow is, prices will 
SelongTM^ nae, exports will fsll acd ImpcrU Increase 
If Imports exceed exports gold will flow 
ost, prices will fall, exports will IncTease and imports decline. 
The operation of this * Speeie flow-price change ’ mecbanisnt 
will thus bring about an equality between exports sod 
imports, taking of coarse, into account both the nsibla and 
iDTisible Items 


Q 8 Explain with examples why certain countries 
export mere than they import, while others Import mors 
than they export ( S J . 29iO, 29SS ) 

Q Account for the faronrahle halaDce of Indian 
foreign trade How far does the excess of Indian exports 
over imports laralldato the theory that exports and Imports 
moat ho equal ? ( fl i . 1920 ) 

Tbs exports sod iropotto of a country bars a tendency 
to be equal , if there is any excess of one erer the other, 
gold flow will be caused and this will briog about changes 
in prices and consequent adiostmeots id exports and imports 
Bnt when we speak of this balancing between exports and 
imports, we include both Tsible and Inrisible items; 
what we mean is that a country’s credit balances with 
its debit 

If therefore, we flnd that certiin countnea are eiportmg 
more goods than they import we can be definite that these 
countries are importing seme loyisible sernces, which. 
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together with the Tiaiblo imports make esporta aod imports 
equal. It may ba that the conotry is psyiog in terms of the 
e2;cess of goods esportod for yarioos serviees received from 
abroad^ e. g. service of loans, of officers 
Exceas of exports xvbo have to bo paid penaions, of ships, 
represents pay- • , , - ■ , , 

menl tor service “M msntanee companies, of edu- 

received cation of nationaU in foreign nniversities 

and of fcrcigu travel. Payments have 
to he made as much for tbeso as for imports of commodities, 
and an excess of exports may represent payment for such 
inviaihle services imported from abroad. An excess of 
imports may similarly signify that the conolry is reoelvisg 
intorest on loans granted, repaycneot of loans, tribntes, 
payments fat services rendered in foreign cooniries, remi- 
ttanoes from abroad, etc. 

India's fayoarable balance of trade is a case in point. 
India lias a permanent excess of exports over imports, and 
this excess represents payment by India 
Sle*ha/^og ^ for loans taken from England, for pensions 
and allowances of retired officers, for the 
services of British shipping, banking and insutaoce companies, 

for the edneation of Indian etudents in Engltirid and for the 
travelling expenses of Indian tonrista- This excess of India's 
exports over her imports does not invalidate onr theory 

TT , of the nitimefe bafanoe between exports 

ilome charge . . , , - 

and imports. Indio 8 esporta of goods are 
in fact equal in value to the snm-total of her imports of 
visible and invisible items. Wbat India has to receive on 
account of her exports ia equal to what she has to pay for 
the visible and invisible services of foreign countries. 

Q- 9. When we buy mannfactured goods abroad, we got 
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tb» gosds trhe (oielsa*< K>V> tbo msaoit V7bea «e 
bap tbe m&nnrftctared good* at boms wa got both tha gooda 
aadtbo money CxamSso thla atatement (!}• Com • 1955 ) 
Tbe above !a a mietalcoa TiAW that tras first popalansed 
bp the ^orcactilist writers bot u evaa today hold bp those 
given to loose thinking When we buy (rozn abroad wo 
pay in fact by oar goods We get the things that we want 
bat cannot produce eOicienlly, and we pay for them by those 
things which we can produce best Wo tbns gam when 
iccoiviog and gam when giving Even tf, for soma time, 
gold flows out, this flow of gold antomaticallp Will inercAse 
osr exports, and make oov export! and loporta equal When, 
theroforoi we bay from abroad, we get tbe foreignen' goods 
and tbe foroigoore 6«t car goods, there 1 ! a set oonsamer’i 
surplus for either side 

Q 10 Examine the principal argsments for free trade 
and protection (BA. J937. lOSC, JOSS, 20SO 2917, 
(B Cm.l932.193C I9S3 1 

Q, Indicate the clrcomstancos in which a coaatry would 
gain more by peeteetton than by free trade (B <1 1912 ) 

If all oountnes bad been un tbe sama level of productiva 
efUcieuay. free trale would have secured the most beneficial 
results for all On tbe one side it would have meant that 
every country would be able to get at 
the cheap“Bl possible rate things which it 
could not produce at all. or could produce 
inefficiently On the other, it would have led to the fnllest 
and most productive utilisation ol the resources of every 
country 

In iact, however, all countnes are not on an equal plane, 
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and iti is, thorefore, sometimes aecessnr; to impose restric- 
tions upoD the freedom of international 
^oteTtlon^ trade. Argmuents for such restriction, or 
profeciioit, have been many, and ^7e can 
examine only the most important of them. 

Ono argnment for protection is that it would create a 
steady home market. When by moans of protection new 
indnstries aio deyeloped, a home market 
mw^m^erials wonld be created 'for the raw materials 
produced within tbo country. It is, 
bowarer, often forgotten that the boms market may be 
ssouied at tbo esponse of e foreign m4rket. 

Another argument is that protection will oneouraga new 
industries and will, therefore, increase omployment. Wo 
may, however, point out that protectioa 
employment redaco imports, and will, therefore, 

redaco exports also. Employment may 
increase in the protected indnstries, but it will fall in the 
industries producing for export. 


. Another weak argument for proteotioQ is that restriction 
of imports from low-wage countries wilt tend to keep wages 
high in the protectionist coontry. It is pointed oat that 
without protection a low-wage country will easily undersell 
a high-wago country and thns causo a collapse of the 
economic strnotnro of the latter. lihe 
Mfliatenanee of fallacy of this argument becomes apparent 
Jiigh wages ^ , i j 

when w© remember tbat trade depends on 
relative costs and not on relativo wage-rntea. Tho cost in 
a high-wage country may bo low if labourers are efficient ; 
and the cost in a low-wage country may be high if the 
labourers are inefficient. A high-wago country is not, 
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therefore {a ijsnger of beiog dnren to tho 

by s low wage country 

Tbs ccoiit importaat vUid ugament for proteoUon is 
the famoQS Infant Indnttry argununt A conctry nbicb 
bss been I&t« m sUrliag hot lodnstnes may 
mkn^adasltua difficoUiea oq accoaok of tha rivalry of 
strongec coonlrisa If in snch oases rapid 
development is desired temporary policy of protection 
would be joslidod. ProCeetioa wiU espedite tba growth 
of infant ludustnes into adnltboad aud wiU tarn % teapocavT 
comparative diaadvaotaga into a Song period comparative 
adiaotage It is, however difiScolt to choose tha mdoitnas 
that really ra<iaireaod deserve protection and to withdraw 
protection after it has ooce been granted 

Another etroog argnment for protection is that it 
idonrei dicerufieattm of tnduitrm Itisay bo tbeorotioally 
desirable tor a oountry la develop only her 
of'iodofuiM^** efficient mdastnes and to depend ofi 

other coontriea for the supply of most of 
ber needs This interdapendeoea works quite well in pesca 
time But when the eitaatcoa becomes abnormal when 
a country finds Us trade corntDanicationa cut eft by a 
war or anything of that nature, it realises that it 
would have been desirable to develop diverse ludustriea 
even at aloes The eiisteoce of a number 
Need for soms of ludastnes Of different types gives 
degire ol sell , . » , . . , ^ 

enffitieney employment to Ubourerg of different sorlft 

always Uavea a seeded stnog to the bon 
when one is bioken »o4 ssenita etseutial supplies even 
during abnormal oircamstanceB If such diversification 
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means a loss, the loss may be taken as an insnrauBo 
pceminm paid to cover a TiFt 

In special oases, -we may note ia conolnsion, prodnotion 
may be jastified on social and political grounds. There 
is, iar, example a stroog case for protecting 
I^Uea "AoSors shipping indastry of a eoantry, in the 
interests of both trade and defence. 
Protection may often be justifiably resorted to for saving a, 
conntry from the disecpiiUbrinm resatting from the dnmpiog 
of foreign goods. 

Q. 11. What is meant by ‘blint Par of Bsehssge' 7 Wbat 
sia 'specie points' ? Explain bo-v they are arrlTed at. 
f 3. A., im. 1020, 1923. f 

Q. What are the limits between which the rate of 
exchange normally Sactuates 7 Ate there any snch limits 
In the case of inconvertible paper 7 ( B. A., Z93A : 

B. Oom., 193$ ) 

Q. "There ate Ilaits to the flnetnation in the valne of 
hills of exchange." Explain this statement with refaisncs 
to (a) Coantriss on the gold atandaid and (b) countries 
asiog iocoavertible paper carrency. ( B. Gem., 194.5 ; 
B. A , m-i. ) 

Q. Show how the balnnce of trade infinsneas tha foreign 
exchange rates. ( B. A., 1945 ) 

When two coan6ri« carrying on trade with each 
other are hcJih on tbo gold staadird, the aonnal rufe 

. of exchance between their currencies can 

iliBS par *> - i.L • 1 3 

be easily calcnleted by comparing their gold 

contents. If the poand is eqnivaient to 1 5 grains of gold 
and if the mark is eqnivaient say, 5 grains, it easily 
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followa that 23 marks tnll bars the same gold value as 
£L and hence the normal rata of exohange \nll be£la 
23 marks This rata of exchange as determined hy 
comparing the gold contents of (he two curieocies is called 
the Mtnl Par of Exckange 

If trade proceeds very smoothly as always to keep 
the balance of trade steady, the mint par of exchange 
will be the ^evalent rate of exchange in 
Constant flnctaa- market Bat the market conditions 
tions m trade 

are rarely steady , in spite of the exi&tance 
of a long-term teodency towards equilibrium, there will 
always be short period Tariations, causing exports to exceed 
icODorta to-day and imports to exceed exports to-morrow» 
These fluctuations will affect tbe demaDd for and the 
supply of bills of ezohauge oad will cause the market tats of 
exchange to move away from the mint par 

If, for example, GeimaDy has exported moob to England 
and imported less, t < if Oermany has a/auoura&fs balance 
* cf trade tbe German exporters will draw 
eiceTdlm^rls ^ number of sterling 

bills of excbaoge As the imports ate 
Email, the importers' demsud fox eterlisg bills will be 
restricted and hence tbe holders of sterling bills will And 
themselves unable to sell all of tiiese They, therefore, will 
be faced with the alternatlTO of either selling the bills at a 
price lower than 3) marks for £1, or arranging for direot 
importation of gold 

But this importation of gold would mvolve expenses, 
g If tbe expense for importing every £t worth 

of gold IS 1 mark, the German holder 
of EtertiDg bills will And it profitable to 
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sell bis bills al; a price lower than 23 marks, so long as 
the loss is aob greater fthao 1 mark : it is, lor example, more 
profitable for him lo sell a £!<bill for 22'5 marks than to 
import gold directly ( ia wbisb eise ho will get a net som of 
32 marks only ), If, Iberefore, bbo aapply of sterling hills is 
greater than the demand for tfaam, the rate of axcbaDga can 
go down to -^1 =22 marks, a point which we can call the 
specie-import point, because specie will come in, if the rate 
gees below this. 

Similarly, if Germany’s imports are greater than fast 
exports in her trade with England «. if Germany has aa 
««/avo?4rahi« balance of trade, the demand for sterling 
bilis will bo greater than snpply, asd 

Sa^S'i's “• 

23 marks- Tbe importere will either bare 
to pay more than 23 marks for erery £I*bill bought or 
to export gold. Here, again, tbs expenses of expoitlDg have 
to be considered, and in view of these it will be worth while 
for tbe importers to bny sterling at a rate 
paint****^°*^ not higher than 2i marks- If the rate goes 
above 24 marks, it will be cheaper to export 
gold at tbe cost of 1 mark (or every £1- The rate of £1=24 
marks can he called the spccfc-expert pomt. 

These two points lie cn either side of tbe mint par of 
exchange, separated from it by tbe expenses 
Normal limits reoaired for exportiog or importing gold, 
of floBtaation ^ 

These expenses normally mclcde cost of 
transportation, interest on the amormt of gold in transit and 
the insnranca charges- The two points mentioned above 
provide the limits between wMeb the rate of exchange can 
normally flnetnate- 

17 
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When gold Btandsrd 13 saspsodei and there las regime 
of incoDTertibla paper, there caa be uo dint par of cichango 
“Ibe oqaihbriaiQ rate of excbaege will ba 
Excbanga ander an; rate that btioga into cgailibnaoi tba 
supply of LtUs and thfl demand for them 
There can apparently be no limit to tba 
flnctnation ol eiobange Bat, even m each c*«©J the 
flaotuationa cannot go too far If the eachaoge depreciates, 
exports will increase and Ibu may cause the esehange to 
rise again ( eimdarly if theto is mi appiocation of the 
sschango, itnpoita will be Btwnftlated and thv« in itself may 
cause a tendency towards a fall of the eschangs rate 

0 10 Ecainlne the eaoses ef flattasticns of the foretgs 
esebaage ( B Com , 1037 , B A , lOJS } 

The Dornal rate of exebaoge between s&y^wo carreoeiss 
would be tba mint par of esebaoge as determiiied by the 
gold coQteots of the two oacreDcy staodards This rate can 
Tary upwards and downwards so boles it does Dot go 
beyoDd the limits set by the specie points 


There are mainly three factore cMising fluctuations m the 
rate of eschange The most fuDdamental is, of conrse, the 
coadttion of trade ot the lelation between 
oMwda^ exports aod imports If exports exceed 
importB supply of foreign bills will expand, 
and consequently, the foreign carrency will fall and tbe 
home currency will appreciate If on tha other hand, 
imports excesd exports, tba exchange will depreciate 

Binktni factors tnsy also canse flacluaticn m foreign 
exchange If the rate of interest rises fands will be attracted 
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from abroad and if the rate falls, funds will flow oub. 

These moTements of capital will neces-arily 
Bonkins faatora prodaco effects on the escbanga rate, an 
— eapiul • i , 

moTemejits inflow of capital prodnciag the game effect 

as au export of commodities and an outflow 
the same as an import of CKnmodities. 

Changes in the Currencg Gondtlions may also affect the 
0™no5,h™g.. »l«ol«"l»»8o-on ioflalion will nscess- 
arily cause a depreciotioo, and a deflation 
will lead to an appreciation. 

The rate of exehaoge may also be affected by spseulatlTe 
transactions in foreign exchange and by 
isfte deliberate attempt to influeoee it by the 

Government or the Central Bank. 

Q. 11. Disease the effect on foreign trade of an altera- 
tion in the cate of eichaoge. Dfstioguish iietwaeu the 
immediate and the long period effect. { B. Com., 10:i0. ) 

Q. Show Low a depreciating corrency stimulates exports. 
(jS. Com., 1937. ] 

/Q. Esamine the effects of a depcecLatmg currency on 
wreign trade. { B. Com., 1043 . ) 

When CQnency ie depieoiating, a nnit of home corrency 
becomes equivalent to a moaller amount of foreign enrrenoy, 
and this enables the home producers to sell their goods 
abroad at a price cheaper in terms of foreign currency. If 
the npea, for example, would suddenly 
Depreciafioc ^ ]_gd. every one-iupea 

stimulates exports _ 

commodity woold be cheaper in England 
and hence the demand for these in England will rise. A 
depreciating cuttenoy, by maHi^ otu goods cheaper abroad, 
can act as a bounty on exports. 
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The beneficial eSect of thie depreciation will however, 
be erpericnoed only for a abort period Id tbe long penod, 
difScnltiea are liWr to enaue. f’i«l tba 
Long penod depreciation d tba currency will raise the 
eSecta internal cost of prodoetion nuking it im- 

possible for the prodacers to prodaca for one mpaa the 
articles which conid fannerly bo produced at that ooot 
Secomdfl/i thia depreciation of corrency, by raising prices 
at home, is likely to create labour troubles foe the piodacer 
and hudgalary troobles for tbo Gorernment Thttdly, 
fcreifu countries may refuse to admit these additional 
exports of oar* , they may impose respective duties oo goods 
that seek to eoter their country through ‘excbange-dumpiug'. 
And lastly, other oountnee may launch a policy of competi 
tive depreciation, sod. aa a result, so one will gain in 
the end 

SimilAtly, It can be shown tbst the shott-penod effect 
of au spprecialioo of currency u to stimu- 
Apprccutioa late imports sad to discoorsge export But 
^he long penod effect will be different on 
account of decline m costs prctectivu tariff 
on foreign goode, etc 

It IS notewoitby that an appreciated exchange (brought 
about by an excess ol exports) U sometimes called a 
‘favourable eiebange', this is a relic of the 
Farcurable idea that an erport-sniplns oiaaca a 
(^^^n*'l937) 'faTonrablo' balance of trade As a niattar 
of fact. DO exchange is favovrahle m the 
long run , and in the short period, it is a deprecistiog 
exchange that is likely tu produce a favonrable effect 



CHAPTER X 

Public Finance 

Q- 1. What is pablic finance 1 Is there any essential 
■diSeience between public and private finance ? (B.A., 19i3.) 

Public Finance is the name givau to tbs scientifio study 
of the revenues and esmenditura o f the state . Jnet as an 
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£oaDca are sioiilar Bf prirste £oaoc9 nscBP tbs iscoo^s* 
expeoditaro problems of a prirats iDdividosl A private 
lodlTidcal bas to cbooss I»s method of oarniog bis income 
and the ways ID which be vill speed it bia aim la to * 
maximum of eatisfactioo The gopeioment also baa to make 
a choice between alternattvee and its aim is to swore a 
maximooi of social adrantage The gorernmeDt however is 
more free than the indmdaal id makiog tbs choices An 
indmdaal B method of earning Income and the gmetmt of 
bis income is very often conditioned by bis enTironmeota 
The goremment cancootrol cnvironmenta and can, therefore, 
decide not only the methods of earning its rerenaes, bat 
also the amoont of resenoe it seeks to earn Within limits 
a gorernmeat can first decide bow much it will spend and 
then proceed to raise a revenne adequate for its porpose All 
this the goremmeot can do because of the eorereigs power it 
Bojoys It 11 in exercise of this power that tbe gorerament 
can force people to pay taxes secure command orer goods 
by currency infistion and compel people to lend to it 
Ultimately both a private indiTidesl sod a gorerumeot bave 
to balauca tbeir respectire budget but tbe gorernment has 
surely more facilities and opportumtiea than a private 
individaal baa in tbia rospret 

Q 2 Define a tax HxpUin and illuitrats Adam 
Smiths canons of taxation (B J Iff31 1928 1D25 10l9) 

Q Dueuss the main consideratioaa which usually under 
he the system of taxation in a country (B A lOil ) 

Q State and dfbcu<i8 Adam finlth a canona of taxation. 
(B A 1015 ) 

A tat 13 a compolsor} contribntKm made by the citizens 
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Egnality 


for tha general pnrposes of tha State. The cfaaraeteristic 
feature of & tax is tbe absence of a quid' 
pr*o quo^ ^ ® direct return for the pay- 

ment made, and it is this characterstio that 
distinguishes a tas from a fee taken by. the Government fof' 
specific services. 

The main considerations which usnally underlie the 
system of taxation in a coontry aro even today based to . a 
large extent on tbe canons of taxation 
ky idsm Smilh in 1776. His 
first canon is that of __^qualHy. He boids 
that oitizcos should ‘‘cootributo tonards tbs soppozb of tbe 
Governmeat as nearly as possible in proportion to theii 
respective abilities, that is in propottion 
to tbe revennes which they respectively 
enjoy nedsr the protection of tbe State”. This canon of 
eqnality has been interpreted by some to mean proportional 
taxation and by others to mean progressive tasotion. A little 
reflection shows that real equality can be eecnred only by 
progressive taxation, i. e. by taxing higher incomes at a 
higher rate than tbe lower incomes: and this principle of 
equality through progression baa been accepted today by 
every country. ' 

The socood canon of Adam Smith b that of cerfatniy 
g ^ which emphasizes the nead of specifying 

"I- accurately and definitely the amount of tax 

to be paid by a citizen and the time and pines for payment. 

The third, tho canon of convenience states that “every tax 
ought to be levied at tba time or in tbe manner in which it 
is likely to be convenieot for tbe contri- 
butor -to pay it”. The cultivators, for 


Convei 
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example, ehonld be asked to pay tbcir land Uz wbea they 
get) cash by selliog their crops, nUry oamers at the begioD- 
iDg o{ erery month, and bUDDefiSmea at the end of the year 
Thslssiaaaaigtbit at Ecanmy '^r^ry (<<’. eays 
Adam Emitb, ‘ shoold be SO contnred as both to take out and 
to keep DDt of the pockete of the people aa 
little as possible orer and abore what it 
brings into the Pcblio Treasary" . or, in otber words, the 
cost of colIactiOQ eboald be low An incctne tax on low 
incomes inTolTce a rery beary cost of collection and this 
is one of the rcasoas why an exemption limit is ssnally 
prescribed 

Adam Smiths csoons howerer, do sot pronde a com- 
plete basis for jodpog the adequacy of a 
modern tax system A sonod and soenti* 
6e system of taxation ehonld Also hare the 
following considerations in rfew Brst lbs taxes must be 
fisalls adtquMe, 1 1 they Bust zusa a total 
revenue sofEciesit for meeting the recurrent 
expenses of the Stale Secoodly. they must be clastic, in 
order to enable the State to increase its 
income when necessary without resorting 
tonew icgislatios And, thirdly, there must be a proper 
balance between dttect and indirect taxes 
Baknes belween direct taxes being used to tax the rich 
Direct and 

Indirect taxes progressively and the indirect ones for 
makmg the poor pay at least something 
Q 3 Dxanune the argaments on which progression in 
taxation is justified Distinguish between proportional md 
progressiva taxation ( B 1937 1S30 , B Com , lOil, 
1S3^ 1937, 1930 ) 


EooDomy I, 


Other ooDsidera 


Adequacy 


Elasticity 



PUBLIC FINASCB 


235 


Q. Siamine the merits of the different interpretations 
placed npon the principle of justice in taxation. {B. Cam,, 
1934:, 1929. 

Since the pnblieatioo of Adam Smith’s Wealth o£ Nations 
in which be emphasized the canon of e^oa- 
tszaiion tesation, it has been recognised that 

the whole tax spstem, or at least, the major 
part of it, ahoold be so derised as to secnia the ntmcst 
jnstice between one tax-paper and another. Soma have, 
bowever, interpreted this jnstice prlncipie 
Different inter- i a* i ,• i 3 * 

pcetations leadios to propocttoDsl tax and some to a 

system that will “leaTe them ns you find 
them”, i.e. will sot try to affect tbo existent ineanalities. 

The sonodest interpretation of the justice 
S'Son*^* principle is that taxes should be so levied os 
to impose on the tax-paysrs the least 
aggTigattsacriflct, and this oaturally leads to pTogressive 
taxation. 

The jnstiScation of progressive taxation is found mainly 
in the dimiauCicn in the marginal utility of money with 
an increase in income. A man with a larger income can 
easily spare mneh more than a man with a 
Diminishing _ smaller income, becaose the former’s espen- 
ditnre consists largely in buying comforts 
and luxuries. As a man's income increases, 
he tries to pnrehase things that satisfy lass and still less 
urgent wants, and hence if a man with Us. £0 can spare 
Be. 1, a man with Bs. SOD can spare much more than 
Es. 10. 

Progressive taxation thus not only secures an equitable 
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distribotiOD ol tho sacrifice that {ax fisymeot cctails it 
definitely improres the distribution cf 

m^niutiM* 

rata than the poor, and if at the same time, 
tha Gorerofflent spends more for the benefit of the poor than 
for the rich, the ineqaslitiesof wealth so tbacommanity will 
be considerably modified 

SfoderD economists justify the prwcipfe of progreasioa 
by holding the doctrine cf Lea*t AggregaU Saenfice The 
sacrifice of society aa a whole will be less if 
teq mpees are taken from a man with 
Rs 200 than if one rupee is taken from 
a aan with Bi cnly This ductnne of least aggiegate 
6aoTtfic< implies first, esemptioo from taxation of all incomea 
below a certatn lerel secondly moderate taxation of inederate 
income aod thirdly, rery steeply graduated taxation of very 
high ipoomes 

Q 4 How far li equity in taxation attained by an 
income tax and a tax on expenditure 7 ( B Com. 1335 ) 

Q The lieb should rsy mere is taxes than the poor” 
^hy 7 lUflstrate how in practice certain taxes follow this 
principle and ethers nelste it [BA 19S0 

\je have already explained why the rich ahcnld pay 
more in taxes than tbe poor All taxes however do not 

Pree„i...v. “““'r It" 

practical difficulty of applying progression 
The best taxes m which progression can be applied are the 
Inco e tax income tax and tbe inheritance tax Tha 
rate of income tax may be grrdoated 
making it higher with every nse in income and a further 



POBLIO BTSAXCB 


Inheritaace 


elemeEt of progression and can bs introduced fay 

iasiag aae&caed incomes afi a bi^er rats than earned in- 
comes. Mcst countries add a saper-tas to the income tas 
and thus increase the stee^ess of the graduation. 

An inheritance tax can also be graduated — both with 
reference to the value of the inheritance and with regard to 
the distance of relationship between the 
deceased and the successor. Every inheri- 
tance is in a sense a wiadfoi), and it is mors so when 
snccassion goes to a distant relation. It is, tbetefore. proper 
that an inheritance tax shonld be graduated according to the 
distance of relationship. 

An expenditure tax and a sales tax may also secure some 
amoaot of ptogtession, because these ate 

e^enditois tax 

more cod buy more tbau upou the poor. 

Theca are, on the other band, taxes which violate the 
principle of equity and do not admit of 
progression. Some taxes are dehnitely 
egreisive. Such are, for example, poll taxes, the burden 
of which will fall more heavily on the poor 
than upon the rich. Such are also all 
indirect taxes or taxes on commodities. Thess raise prices 
to tbe same extent for the poor as for the 
rich, and hence make the burden greater 
for the poor than for tbo rich Some indirect taxes are 
necessary for every State, but the tax system should be so 
devised that, as a whole, it may be progressive. 

Q. 5 . A tax system should be 80 devised as not to reduce 
the national income or cheeh its growth. Take the tax 


Eegeessive taxes 


Poll tax 


Indirect taxes 
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efstem of anr conntt^ with which 70a ate famlli&r aad con- 
sider how far that sjatem conforms to this standard 
{B Oon, m$ ) 

Crer; tax prodoees tbreo different kinds of effects 
(a) effects on the poner to work and to save, |h) effects on 
the desire to work and to save and (e) effects on the alloca- 
tion of resources between different linos of work or branches 
of production A tax which raises the power to work increa- 
ses present rroduction , a tax which mcrcases the power to 
sate, onablos one to provide capital for farther prodoction 
If a tax increases the desire to work, it is beneficial from the 
stand point of carreot prodoction , if It increases the detirt 
to sove It stimulates future prodoction Lastly, if any tax 
diTsrts resources fren more productive lines to less produo 
tire lines, it Will redace ibe satuial dividend asdm the 
reverse ‘'ase the national dividend inereases 

These are the gcueral priociplee Varieties of taxes exist 
and every tax has a multitude of effects A few general 
instances can boworer be selected A tax which falls more 
heavily upon earing than upon iDcome, eg adoatbdoty will 
injure the growth of capital A tax which falls heavily 
upon current expenditure, ego sales tax will affect present 
prodnotion An unwisely chosen protective doty may canse 
an undesirable division of roronrees A tax which reduces 
mcofflss so mnch as to slimulate the taxpayer to exert him- 
self more for earning a higher income may be beneficial from 
the point of view of cnrrect production 

In India, it has often been argued by lodnstrialista that 
tbs super taxes and high corpoiatton taxes have discouraged 
the growth of capital A similar complaint has been made 
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against tba Excess Profits tas. fibiay economists have heJd 
that th^ Indian protectiTO duties have encoaraged ineffi- 
cionoy and have thus cansed at least a check on the growth 
of wealth. 

It is, however, to he remembered that while taxes as a 
whole have the net eHeot of redncing the national divi- 
dend to soma extent, expanditme by the government of 
the amount collected through taxation may help its growth, 
It is, of coarse, desirable to oboosa those taxes which cause a 
minimum of injury to the national dividend. 

Q. 6. Discuss tha the merits and demerits of direct and 
indirect taxes. ( B. A., 1038, 192i : B. Com., I9i0, 1928. ) 

Q. Esamioe the advaotages and timitatiocs of raising 
revenue by fnduecc taxes. (B. A., 19£A] 

A direct tos is a tax which is paid whcliy by the person 
on whotn it la imposed by the Goveroment, and an indirect 
tax is one which is impcsed on one parson. 
Indirect taxes but ie shifted off to others by the former. 

In the case of a direct tax, be who pays the 
tax bears the burden or incidence ; in the case of an indirect 
tax, ho who pays the tax in the first instance is able to re- 
cover the amount, wholly or partly, from other persons. The 
best example of a direct tax is income tax ; the best example 
of an indirect tax is a commodity tax the burden of which is 
capable of bsing shifted by the sellec on to the buyer. 

A direct tax has the advantage of being equitable because 
it can easily be graduated. It is able to secure for the State 


Advantages of 
direct taxes 


a large revenue and, in most cases, the 
revenue can be made elastic. The Govem- 
meat of Great Britain has used the income 
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tax during tha present wr for increasing its income A 
d rect tax has the farther advantage of being direct it 
follows Smith B canon of certaint) because every citizen 
Lnows and feels what be baa to pay The State aUo can 
make a correct anticipation of whet a direct Ux will bring 
to the public exchequer It is ecoooinicil and is leas liable 
than other taxea to evasion as it is collected at the source. 

Oo the Q^her side it may be argued that a direct tax is 
Disadvantages directly felt by the people and therefore 
people resent it ^dmioistrativs difBcnlties 
are also great because m every ease an assessment is necese 
ary and thu may lead to bardebipa in some cases and 
corruption iQ others ^ Besides, i( the poor have to be made 
to pay sonethi&g lodireet taxes have to be impo«ed because 
direct taxes oa small incomes woold make the roTenne small 
bat the cost of collectioa great It is also argued sometimes 
with some truth tbit a direct tax disconrages savicg and 
production 

Indirect taxes on the other band are not felt much by 
the people they pay it almoet nneoueeioasly and hence, 
there » little resentment except when a 
Indirect taxes '* necessary article An 

indirect tax ieenres a large revenue in poor 
conntcies in India enstoms duties alone raise half the total 
revenues of Central Government In most countries it is 
necessary to make the poor pay eomething and this can 
be done only through indirect taxes 

The disadvantages of Indirect taxes are patent The 
Demerits greatest objection against them is that they 

are regressive m character and fall mote 
heavily on the poor than on the nch Most indirect taxes 
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are imposed on nacessfiries becanse, otherwise, consamption 
■wilHail off and revenues decline. This tasation of neeees- 
aties may reduce essensial coosomptiim and thns affect the 
well-being of the people. 

It is, however, necessary for every State to impose both 
direct and indirect taxes. The tax system 
CoLubinstion of as a whole should be ptogvessive and with 

Direct and , , . . 

Indirect taxes seconag this, the direct taxes 

shonld be so steeply graduated os to nentra- 
liss the regressive effects of the indirect taxes. 

Q. 7. Write a note on the incidence of tax. 1980) 

The incidence of a tax is upon those who idiivtalelu nav 
it. In the case of indirect taxes the seller will try to shift 
the whole, or as muob as possible, of the 
Distribution o£ buygr ij^e inoidenoe is 

the luciaenca ' 

wholly on the buyer if the sellsr can raiss 
the price by the Ml amount of tbe tax ; partly on the bayer 
and partly on the seller if tbe price does not rise by the 
full amount of the tax ; and wholly on the seller if ho 
cannot raise the price nt all. 

The seller's ability to raise the price by tbe full amonnt 
of the tax will depend on tbe elasticity of his supply. If 
he cannot withdrew his supply, oc any part 
Elasticity pj jjp gannot raise the price. Hence, the 

of supply ,,, , 

more inebstio the snpply the more lisely 
it is that the burden will ba npon the seller ; and tbe more 
elastic the supply, the more likely it is that the burden will 
be upon tbe buyer. 

The buyer’s ability to reast tbe seller's attempt to shift 
the tax will depend on the elastimty of his demand. If his 
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iecuaiid IS iBelwtio ba viU b&TS to purchase e^eo at 
a high price, and, tberef'^ro, the seller ”-ilI 
^dem'iad find it easy toshilt the Ui. Hbia demand 
la elastio the seller will fail, because the 
buyer will reduce oriasumptioD and thua compel the sellar 
to accept low prices that may not corer both the cost and 
the tax 

The principle that emerges is thne as follows Tbs burdea 
o! taxation will be dinded between the buyer and the seller 
in proportion to the ratio between the 
Barden dittnbnt degree cf melastioty of demand and the 
degree of inelasticity of sopply The more 
loelaetto the demand, the greater Will be 
the harden on the bnyer , tbe more inelastic the supply 
the greater will be tbe harden no the eeUer This principle 
applies not only in the ease of taxes imposed on goods eo* 
tering domestio trade bat also id the case of customs duties 
imposed on goods entering trade between natiyea 

Q 6 Whea is a goTonunent joatifled la raising large 
funds by loans 7 ( B Com , 1938 ) 

Q Discuss the mam purposes for which loans and taxes 
should be used by the State {B 4,1910 ) 

Q DiscQss the legitimate purposes for which publis debt 
may be mcutied ( B it • 1913 ) 

Taxes are recurzeot sources of revenue and it is, there- 
fore, proper that they should be used for 
m^MpeneVs*'^^ meeting tbe re^urrmg expences of the State 
Every State has to incur regular expenses 
for carrying on its normal fuuctiona and taxes undoubtedly 
ace appropriate sources of revenue for meeting these charges. 
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But Qvsry Stats bus to iaour o6 tiioos some estraordinury 
capital expouditure. A war, (or example, may aacasaitato a 
buga cspenditnra that caaaot ba adequate- 
e:^Mses' ««pitil ly n,ot (,y iuoreasod tasatiou. ConstruotiTe 
programmea like railway coustruotion, 
coustiuotion of imgatiou canals, or the launobiug of a 
developmant plan, may also requita capital expenditure that 
Q.vunot ba mot from tbo nnuual revenues. It Is iu tboso 
cases that the Stato has to raise loans, oither internally or 
abroad. 

It would certaiuly baro been bettor if all oxiiouses could 
be mot by tnxatiou. loan also will necessitate ta:;atiou in 
future for paying interest nad repaying tbo principal, and 
it is certainly doeirablo to avoid tbeso heavy fatnro bnrdone. 
But loans are Inorltablo when hugo lump-sum expenses are 
nocossary, for no amonot of taxation can provide funds 
adoquato for war or cron for a railway coustruction, 

A loan taken for a war is a deadweight hurdan . The 
world would bo a bettor place to live in 
^ans— when war would disappear, and with it the 
war debts. But iu tbo present-day condi- 
tions wo havo to take ware and war loons as an evil nocossity. 

"Whoa a loan is taken by the State for a productive 
putpeso, no objoctioa can bo bikon agoiost it. If, for osample, 
the State borrows for constructing a rail- 
way. tbo income from tbo railway will in 
mest oases ba adequate for meeting tbe 
iutorest and sinking fond charges. The railway, thcrofore, 
feeds itself and the loan taken for eonatruoting it is certainly 
instid.-vble. 

18 
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Q 9 Wliat aio the different forme of pnblie debt ? 
Snggest measTues bjr wbicb tba bnxden oi pnblic debt may 
be diminished ( B A 3930 ) 

The loans taken by a Goremment can be classified in a 
DQmber of different ways. They may first 


fonded and 
Floaticg debts 


deits acootdiog as the creditors of the 
State are its own nationah oc foreigners They can also 
be classified according to the length of tins for which they 
mn Some of these are funded debts or 
debts repayable after long periods and 
some are un/uadeJ or Jtoating t e re- 
payable alter a short period Wa get in India different 
types of GoTenmeot debts, ranging from S) per cent 
Goyernment paper for which no specifio time limit exists to 
the tieasary bills which are repayable two or three months 
alter issue Another method of classifioa* 
prodttcliee debU or 
those which are applied m ench a manner 
as to yield an income sufficient to meet the debt charges, and 
unproiucftre or dtadwtight debts like war loans 

The hniden of these pabhe debts can be rednced in a 
nnmbei of different ways. It la possible, 
oi*redQ^M*^'^° example, to eotablish a ttnhng fund 
for the porposeof debt-redemption Erery 
year a definite sam may be set aside and utilised for 
redeeming old debts It is also possible to 
impose a epocial debt redmpitcn lety or 
capital levy upon people with largo capital sums and the 
receipts of this levy imposed once for all 
may be utilised for paying off the creditors 


Sinking fend 


Cap lal lery 
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Ths budget-surplus majelao be utilised but it is not possible 
Bnd»ei siirplus mneb from this msthcd, beeaase 

surplnses are genenlly small and often 

non-asistent. 

The burden can be reduced also by a schema of confer* 
sioD, i.e. by fcreing the holders of bonds to convert these 
ConTetsioQ ““* bearing lower rates of 

interest. The debt will not disappear bat 
rho annna! borden of it will be smaller on account of the 
conTerafon of a high interest rate iuto & low one. Xo some 
case^i tbs GoveiBccent may float a new loan at a low interest 
and pay oS the holders of the old bonds. IThis also secures 
a coDTersion in eSect. 

It is also possible, though undesirable, for a Government 
to repudiate its debts. The debts of tbs Csszist Gorsmmsat 
RepndiitioD' repudiated by tbe EeUbevlks when 

they came into power and there have been 
other esamplee of each repudiation. A GoTerement repn* 
dieting a debt may, however, often injure itself, for it may 
be difficult for it to raise a loan in future. 

Q. 20. "Wien a government pays its way by means of 
currency infiation, the people of the country avoid taxation.' 
Examine this statement. (B. Com., fdii. ) 

It is generaily said tbab thers are Hues in wiici a 
government can meet itsfioanmal needs ; taxation, borrowing 
and inflation. Of these, tasaMon is the normal method of 
meeting the normal demands upon the government. Bat 
whenever there is any exceptional demand for government 
expenditure, taxation proves inadeaoate. A government 
foiiowieg the principles of sound finance weald in that casa 
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try to Moure foods through borrowing Bat whea the needs 
are cxceptionaliy Urge ns in & w&r, t&uttou and borrowing 
tsLeo together prore icssSioent Very fow govornmoats 
can iQ EQch circamsUnces resist the tempt&tioQ of adopting 
^ Eiople altersttire that prcaonti itself, n&mely, croatioa of 
C9W money specifically for war expeoditare or for similar 
ether pnrpeees 

Superficially inflation MCtircs to the gorernmefit addi> 
tional purchasing power without recoorfo to tha unpOptiUr 
coarse of very stiff taxation The ordinary citizen also docs 
not mm3 so long as the mflation is not a ealloppmg one, but 
be would generaU) protest against ercry increoM in taxation 

It 18 howerer, not oftoo realised that lulUtioo mrolrea 
taxation and that also in a very incquitsbU manner The 
main problem of gOTornmeotat finaoco is to transfer 'rcsoar* 
CCS from the hands of the otizeoe to’theihasds of the 
Exchequer If this traosfereoco is bronght aboot b) inflation, 
apparently the gorernmeot only appears as a new bajer 
wuh A largo amount of mono) to spend Bat, la fact, the 
ezpenditnre of newl] created money raises prices and tbo 
ordinary citizens, wboso incomes do not ribO as fast as pricos, 
have to carCail eousamptioo They are thus forced to bay 
and Qse less commodities • that u they have to dcsist from 
buying what the goreromobt is boylug with the newly 
created money If taxation moans that people snrrcnder a 
part of their command over goods for cse by the state. 
bflatiOQ means forced reduction of pnvste ocnsumption and 
nndecUred taxation 

Inflation is really worse than taxation The harden of 
taxation can be distributed equitably through progressive 
rates and exemption of low incomes The burden of inflation 



PUBIiIO HNASOQ 


277 


geijetftlly falls more heaTily upon the labourers and the 
lor?er mjdcilo class whose meomes do uot rise at tbs same 
rflto as prices, and Jess iteaTliy upon the richer classes. 
Businessmau and producers are able to make large profits in 
a period of rising prices. The burden of inflationary tasation 
is theroforo very inequitably distributed. Besides, an in- 
flationary proeoss, once started, cannot bs easily controll- 
ed. Tha ultimate result is galloppiog inflation and flight 
from tha ouriQuoy which make tho whole monetary financial 
and iudnatrial structure chaotic. 


CHAPTER XI 
State Control and Socialism 
tj. 1. la TThat elMimstasess, if soy, rreoli you ndycca- 
ta state interference with production and distribution ? 
(B. Com..W±.) 

The elaisioal economists and their followers ware 
geosrally against any sort oi state interfereuce. They based 
tbeic philosophy on the comfortable assumption ol smooth 
and perfect competirion, and in tbelr opinion, tha voloma of 
output would automatically be tha largest possible under a 
laissez fairo policy. The actual distribution of the nation’s 
income also appeared to them a fairly correct representation 
of the social worth of the servicea performed by different 
groups of persons. 

This complacent belief no longer eriats. It is by no 
means admitted now that all is 'well in a competitive system, 
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uid bcBidos, eompotitioa b&a girea place to moDopolies and 
scmi monopolies in most cases. Tbs distnbntioo of tbs 
social income in nnoqnal proportions is no looger accepted 
as ethically and logically right Tbs end of laissez fairs 
has been marked by a leaVUm in tbe opposite direction 
State loterferenca has come to be considered as Dormal as 
laissez faire m the moeteenth eoclary 

There are pirtlcnlarly some circumstances in rrhich state 
interference u regarded as indispensable lo every coantry 

There is a pnma facia case for state control nbere private 
enterprise u leading to a wastefol use of reKonrees or to the 
pxodnctioD of commoditiss the use of which is loiunons from 
the standpoint c( scdal welfare The gOTerniaeat &ad it 
necessary to interfare when private estrapreneers carry on 
ent throat oompetition and tbroagn reeklass deriees waste 
labenr and capital that eonld be nsed profitably in other 
directions 

The most important case of state control over production 
comes when a monopoly is formed A monopoly seeks high 
profits it restricts ontpnt and employment There have 
been cases of deLborate do^tractiOD of finished goods for the 
purpose of keeping up monopoly prices Government may 
control prices or profits and In some cases it may bo possible 
to prevent monopolies from coming into being throngb anti 
combination Ians 

State interference m distribntioa is justified m every case 
of gross iDeijnality of incomes It is possible for the state 
to reduce inequalities by progressive taiation on the one 
band and beneficial pnblic expenditure on the other hfore 
direct methods may someljmes be necessary eg minimum 
wagw logistation social insmance putting a ceiling on pro 
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fits etc. Wa may noke in condueioQ tbst fitate-interfetence 
is aeoessary in the intaresto of the workers in order to 
fiecnra not only good hat also good working eonditiona 

and shorter hoars of worfc. 

Q- 2. State the argomeata against state^interference 
with production and distribotioo. ( B. Com., 19i3 - ) 

ifhe snpportars of the eapitafisito system of produotion 
are against all forms of state centred. They arguo that free 
competition aeoures a fair deal for every one and gives each 
man what be deserves. Competition in economic life is 
according to them abJn to the stroggis for saistence in the 
animal and vegetable kingdom and the result in each case is 
the sarvival of the Sttest. Competition develops keenness, 
intelligence and skill and is therefore the greatest stiranlua 
to progress. Evea U competitioa sometimes leads to mono* 
poly, the benefits of monopoly are to be pnt against its evils, 
and in the opinion of the iaissea faite economists no evil la 
greater than the evil of 8tate<interference. They point out 
the economic progress aohieved under laiasez fairs, and hold 
that stogoation of eooaomio life will be the only resalt of a 
large measure of state control. 

These argnmeots are. of eonrse, largely fallacious. There 
can be no analogy between the biofogical evolntion and the 
economic evolution, and we do not certainly want that 
sort of sarvival of the fittest whioh is experienced in the 
animal or vegetable kingdom. Besides, 'free’ competition is a 
hypothesis very for away from facts. Competition is often 
absent and even when it is present, it is very much imper- 
fect. The result is that the benefits of the ao-celied eccnomic 
progress are unevenly distribated. large nnmbers safier 
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either becaosa ot the scarcity ol cocscmable goods or becaoso 
of the lack of the meaDS to porcbass them, while a small 
Dumber of persons can deriTe large monopoly profits, by 
cnrtailing output by putting tesoarces to wasteful use, of 
by deliberately suppressiDg new prodactivo capacity State 
control will certaiBly reduce the <fcrtre of some to apply 
tfieir efforts for incxeasiug tbe social output . bat it will on 
the other side marease tbajioui<r of most of the people to 
nudertake sfioits 

Q 3 Haw far, In yoar opioioa, la state control of prices 
asd piodnctioa justified In times of war ? {B Com , lOiS ) 

The «Tila of a laieees faiie economy become markedly 
patent m a period of special stress like war. A war means a 
large scale use of resources for purposes other than emlian 
conenoption and this, combiood with cessation of imports 
and scarcity of labour, causes a coDsiderable redaction of 
snpphes for the ordinary coasomer On the other side, 
large smoonts of public e^tpenditore bring additional incomes 
in the hands of the pecplo These two caasea combine to 
raise op prices Spocolatire (taneactiouBi hoarding of goods, 
panio poichasea — those are all comuion featares of a war 
economy, oSenug large qiportunities for profit to the aosorn* 
palona traders and mercbaDte and bringing saffetings to the 
ordinary consamer 

Control of prices is therefore mdispens&ble i» war tune 
In ths absence of such control, the luflationary spiral would 
move sharply upwards and if the brakes are not apphed in 
time, it may be difficult to pre^nt a complete monetary 
chaos in the end. 

But uo control of prices ean be made effective without 
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control over prcidnotioa and eap^ies. The insfBcaey of price 
control withoat control over supply has bean amply demon- 
strated i n India daring tbe present war. In the interests of 
a smooth rrar economy, it is thorefora essential that the 
gOTeinment should exercise control not only over prices, hat 
also over prodaction and supplies. 

Control of production is necessary in & war period 
because of another reason- We hare seen that a war means 
diversion of a large part of the tesoarcea of the coantry irom 
civilian oonsomption to military consumption. The resout- 
ees avaitablo being limited in qoaatity, it is necessary that 
every unit of these sboold be used in the most beiujiaial 
manner. In an uncontrolled economy, lesonrces are used 
in the moat profilable manner and snpidies are iaitly large, 
there is some lastijjcation for the assnmptioa that what is 
profitable fa also beneficial. Bnt when in a war economy, a 
Btoall pioportioo of the total resources of a country are left 
for civilian use. It is necessary to be careful at every step 
and sea that every matenal is pat to its most beneficial use. 

Q. 1. What is socialism ? Briefly discuss its aims and 
purposes. ( B. A.. 1943 ) 

The evils of the capitalistie system of production have 
led many to look for alternatives, and socialism is the most 
important among them. A socialistic trend has been visihls 
in practically every country, and in the U. S. S. B. a defi- 
nitely socialistic economic programme baa been pat into 
operation. 

Socialism is the name to so eecaaomic system which 
(a) transfers the command over the material equipments of 
prodaction from the hands of private capitalists to those of 
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the state [6) pats collecttve aotioa as the pnme mover m 
the place of private eDterprise, asd le) seeks to remove or at 
least to reduce the loeqaalibes m the distribation of wealth 
Id each of these aims asd parposos, the contrast between 
capitalism and socialism will be patent 

A socialistic economio policy will therefore have the 
aim of eliminating capitalism and this aim can be rcahsed by 
transfonng the ownership of land and other material means 
of prodaction in the hands of a pablio body This body will 
run the important indastriee as pnbUc utility semces, 
Ordiaary citizens will on the one hand derive tbeir incomes 
from working m the state owned indtutriea and their con 
samption soods (rcm the ootpols of these mdostnes 
Conditions of work and bears of work tviH natarally be 
more eatufsotory tbio are expenenced m tbs captaliet 
system 

The second aim necessarily foUowe from the ^nt The 
capitalist economy 18 linked Qp with the profit motive and 
a new attitcde to life caniiot be created nnless this profit- 
motive la sobstitoted by a motive of a higher order There 
may be difficalties due to the sadden disappearance of an 
incentive to which people are babituatod bat the socialist 
hopes that new inoentives can be created 

The third aim ought really to come first for it is oat of 
the reahEstion of the ininstice and evil eSetts o! the inequa- 
lities of distribution that eocialist ideas grew Socialism, 
therefore, must aim at correcting these inequalities The 
task IS difficult because no workable and logical formula 
for the distribution of wealth can be discovered in the ab- 
seoce of a market for the valuation of labour and services, 
and of course, it is this market that socialism seeks to abolish. 
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She socialist however ai-gnea that every reduction of inequa- 
lity is a stop towards better tbiogs, and even if perfect 
equality in distribution is unattainable, a large measure of 
reduction of inequBUtieB is possible. 

In conclusion, we should note that there are degrees 
of SDoiallsaa. Somg would consider & prirate-enterprke 
economy with some measure of central planning as snfBcient. 
At the other extreme there are socialists who would bold 
that socialism means an entirely new way of life and if we 
are unable to scrap tba old system altogether, we shall not 
he able to build up the sew one. 

There are also differences in methods. The fabiau 
sooialiats expect to seoore a socialist economy through 
graduel changes In legislation. Tbs syndicalists want to 
soouro control of industrias by labourers' syndicates through 
a general strike. The Uarri&n socialists or communists 
believe that the end of capitalism is historically determined 
and that this end should be expedited by a rayolntion that 
would establish proletarian rule at ftret and a socialist stats 
later. 

Q. 5. How far is yont opinion, is Bocfalisation of the 
instruiaenta of production likely to promote the happiness 
and prosperity of ruaukind ? [BA., 19i5. ) 

Socialisation of the iustminanta of production wifi mean 
fundamentally the abolition of the ecauomio system in which 
the profit-motive is the primary incentive to action. If this 
socialistic programme operates according to espsotations, 
a number of benefits can be expected. 

First, Eocialisatiou of the instramenta of produofcion will 
mean the elimination of the capitalist class. Wealth 
will osase to accaaialata in the bauds of fba !sw and a 
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better distribntioD of wealth can be expected. This m itself 
will lai^e ap the standard of life of Urge sections of the 
population, increasing in this way the welfare of the whole 
society 

Secondly, socialism will secnre the end of privately* 
owned monopolies Thus, deliberate reduction of ontpot, 
high prices, discnminatiDg prices, eappression of innovations 
and a host of other evils of monopoly'capitaliam 
disappear The state can be expected to produce the essen- 
tial regnirements of the people m large qnantities 

Thirdly m a socialistic econemy. the people can expect 
to get the goods that ere necessary for their life and effi- 
ciency In a capitalistic economy goods are produced m 
accordance with ‘ effective demaod". s e demand bached by 
parchasiog power Lnxnry goods are therefore produced by 
nsing resonrces which could be need for prodncicg seces>- 
aiies for those whose demand is strong but ‘ineffective’ In a 
socieliBtic economy, the sovereignty of money and demand 
will certainly disappear 

lisstly, a socialistic economy can be expected to remove 
or reduce the seventy of a great evil of the present system, 
namely, the trade cycle One of the worst features of the 
present'day economic life is that progress is never steady 
There are ups and downs, one following the other, m tbo 
production o! output, volume of employment and incomes 
Economists sgree that the evil of the trade cycle is mainly 
due to the fact that private entieprenenrs decide for them- 
selves when to advance and when to retreat In a socialist 
state, where every lavestment will be nnder the control of 
the state, it will be easier to keep the volume of employment 
steady at a high level 
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16 is of coarse Deceasary to note fchab socialisation is 
not free from difficulties. A complete or nearly complete 
socialisation may mean loss of the individual liberty to 
choose between one employment and another or between one 
consumption and another. Secondly, the problem of deciding 
wbat^ to produce and how much to produce will be a difficult 
one in the absence of a freely operating price mechanism. 
Ihe snecessful operation of a soeialiat aystam must be largely 
dependent on the existence of a body of good administrators 
and even the beat of snch administration is hound to be 
bureaucratic. It is also pointed out by many that the incen- 
tive to produce more, that is stimubtsd in a capitalist 
society by the posubility of earutog more, will not be 
operative in a socialist system and consegueutly, the socialist 
espetince may become au experience of stagnation. 

The socialist will point out that new types of institutions 
will develop new typ^ of incentives. He would emphasize 
the success of Soviet Bussia in aebieving a tremendoua 
eoonomlo progress, particularly in the years following 1028i 
through the five-year plans. The rest of the world has also . 
seen the end of Isissez faire and an increasing degree of 
socialisation Is coming in every country. 

Q. 6. “Anything that tends to equalise the distribution 
of wealth secures a more economical appiicatiou of produc- 
tive power." Explain this statement. 

What in your opinion ace the measures oecsssaiy for 
heinging about a more eqoalitacian diatiibution of wealth ? 

{ B. Com., me. ) 

The present inequality of distribution is uneconomical 
from more atandpointe than one. Krst, it has meant 
poverty for a large number of persona, particularly the 
manual workers. Tbrir power to work has been sarionsly 
affected by their lack of means. The eystam of distribution 
we have means that workera as a class ara ill-nonrisbed, 
nneducated and untrained. A large amount of potential 
productive power is lost on account of the inadequacy of the 
meims available to thsiabwxm. 

Secondly, the unequal dmtributmn of wealth means a 
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loss o{ social satiKtaolioa If tts accept the position that a 
unit of money means a smaller sattslaction to tbs neb and a 
larger satisfaction to the poor wa have to admit that every 
increase in loectaality redoces the sum total of social nelfars 
and every step towards o^oality iccreasea tbs social well 
being 

Thirdly asenous resnlt of the nneqoal dietribation of 
wealth is that much of the parthasiDg power arsilable goes 
to pe^^otl3 who do not spend it Sanag of coarse is essential 
for the growth of cap tal bat there are two factors which are 
more important (a) Saving mast not be so large as to 


following from the capitalistio system of prodoctioo 

A more equalitarian distribntioo of wealth can be 
attempted lo many ways Creation of arenoes for employ 
meat tbrongh pabl e laTesimeat and other taeasatea w^l 
itself gQ far Id a commooity id nbicb full omploymeot 
or at least a high level o[ employment is sainlaiDed a large 
part of society s total wealth wiU necessarily coma to 
labootets and primacy producers Secondly it is possible 
to reduce iDsqDaJities tbroagb progressive laxatios exempt 
log the poor Irom paymeot of taxes and imposing steeply 
gradoated taxes on the ncher classes This may be com 
bined witb a system of death dntiN which will bnng to the 
state the accumnlated wealth of one generation before it 
passes as unearned incoma. to the next. Thirdly the 
government may provide free or eobsidised services for the 


income will be gaaraoteed to all and nnemployment sichqess, 
old age and other beneGts will be given in deserving cases 

Q 7 Point oat tbs mala features of the conunanht 
expetiiaent in Sonet Bassia In what Important respects 
does it deviate from blarxlan socialUm "i {B A 19i2 ) 

It IS yet too early tn jndge whether the communist 
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esparimeDt in Soviet Bosia has been sncesssfol and to 
what esfconi; the eommnnist Meab have heao aohieved. 
The first few years altar the Bevolation were years of dis- 
order and trial and steady progres eonid be possible only 
after 1927 when fcbo first five year plan was laanched. 
Tbe sncc^s o! the first plan led to the adoption of a second 
in 1933 and a third in 1937. War hrcfce ont in 19t9 and 
what Enssia achieved was seemed daring the twelve years 
from 1927 to 1939. 

The economic |Kilicy edopted in Bossia may be taken as 
representing the initial etages of acommonlst experiment. 
The first and foremost featoro of Bossian commaniem has 
beea a Wide eiieasron of sfcife-sco/a/ian. The governoeot 
is the owner of all public otUities, armament factories, 
heavy indastries, banhios and credit institntioss and all 
trade is carried either by the gorernmeat or nnder its 
control- 

In agrioslture, tbs main prindple is that of collective 
farms, a system of prodoctiva co-operation omoog the 
members of tbe same village. Tbs land legally belongs to 
the state and indiridoal boldiogs are merged into the Tillage 
colleotive farm on which every one works, and the outpnt 
of which every one sbaiea. The large-scale farmers or 
'koicks' are being elimioated. 

There ie no wage-eaming laboot except in the state- 
owned indnsferiea. Workers in collwtire farma work as 
cQ-operativa piodnceis. and if money wages have to be 
earned, employment has to be soogbt ;a fbs public ewrices 
or in socialised indnstnes. 

Small indnetriee are allowed to remain in private bands, 
provided the .laws regarding boors of work, methods of 
fradiog, wages and prices ore obeyed. 

The central planning board has to decide a number of 
important qnestions — the amonnts of variaos types of goods 
and services to be produced, tbs rate at whioh capital for the 
fntnre is to be provided out cd tha income of the present, 
the rate at which advance plMminp is to be elective, the 
changes in techniqne that axe to ba introduced and so on. 
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The board possesses abeolnto potrar orer the oconomic re* 
gearcee of toe conatry 

Labour as a social class is girea all possible considerstioa 
— throagb security agaiost Qaemploymeut, prorisioo for 
medical and other noeda, locJadwg edneatiasal and coltanJ 
derelopmeot, allowancss for vacation, free tnps to holiday 
resorts, production bonuses etc 

There are bovrever important deviaticns from the Marxian 
theory The Buss an rsroiutica itself cancct be fitted into 
the Marxian doctrioe that a proletarian rumg and a socialist 
state are tbe inevitable ontcooe of a capitahstie system 
where capital cOnceatraticD wae earned far Rnsota was not 
a highly indostnalised country m 1917 and tha rarolation 
there was more political than economic. Tha Bsasiaos hare 
not yet been able to put into practice a aocialist scheme of 
distributioo Iae<iQalitie9 exut, though they are not so 
glaring aa in other wantnes. tbabigbrsi paid dasaos are 
those of technical and adtoimstcativd experts A teehaicai 
bsrasocracf has come lato existence acd its power in tbe 
state 19 almost supreme Money has not bew elnamsted 
and tbe rouble is supposed to rest on a firm gold basis 
Money, however, is not antomatio lo its lofiuance beoausa of 
tbe strict control aaintaiued onr pnees and tha foreign 
eichaugea Indindual sanogs out of earned incomes are 
allowed, but lbe»s savings cannot ordinarily be lent to any 
cne other than the government 

The Hnscians, of course, claim that the true oonlenU of 
Marxism are there which have ceme through the interpre- 
tations given by Leniu and Stalin. They also point out that 
communiBm in their country is in an infant stage and 
therefore it should not be judged by the traositional 
measures that have been adopt^ 
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1. Saving and Spanding. ( B. Gom... liliO. ) 

Sa^Dg and spanding axe vrays of ntilUbg cna s 
income and both of ibese have impoctauos in economic Ufa. 
Tbs real difference be&weem saving and spending is that t>bs 
former represents a decision to osa money for fntnre coosnmp- 
iicn, while the latter stands iot a deoisioe to nse money for 
correct cossumptiou. A. large eaving will, therefore, reduce 
the onErent demand for coosamption of goods ; a large spend* 
ing will isorecee it. When a boom is trade is is sight it may 
be desirable to encoaraga saving is order to Eedscetberlebg 
tide of ouneot coosamption and when a depreeefos is osar 
at band, it may be desirable to bring abont es io&tios of 
oonsamption by adopting devices that wonld enoonrage 
spending. A very large saving may lead nltlmately to a 
oreation of capital and as increase in the National Dividend, 
bat it ia certain that cnrceot aotivitios is indnstry will 
suffer if the rate ol saving enddanly begins to incressa, 
Saving, however, is necessary for the growth of capital and 
for maintaining the caintal intact. The real solution comes 
when the rate of new saving equals the rate of new invest- 
ments in business. 

2. Ssonozuis services of advertising. {B. Com., 293S.) 

The most important eomomio service of advertising is 

that it makes coDsomers aware of tho osistonco and utility 
of an article. New tbin^ axe constantly coming into tba 
market and consomera a^a esnred by piodocais from long 
19 
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distances There rroold bavs been no contact between the 
prodncei B '^tes and the bn^eiB needs \{ adrertuing bad 
not b«Mn so widespread u it la today Advertismg increases 
congnmptioti and sometimea makes comietition mote alent 
and keen Besides we bare to note that a large munber o( 
persons today esim tbeir bvebbood because of the expendi* 
ture of bnga sniDS of money on adTsitisemente . designers, 
commercial artists copywnteiB, newspapermen and a host 
of otbera depend on tbe adrertisets erpenditare for popnUn 
gmg tbair articles- 

3 Drawbacks of the present economic system {B Con., 
1923 ) 

Iicmtbsstaiidpclot^tbtUbouTars it may bs pomled 
oat that the present ecooenuo system bss breast the 
monotony dnllness sod soual eriU almost inevilably conned 
ted with large scale prodoction The prodnesr la now s days 
Tery often ssendeed to tbeprodnet 

Xbe coQsnmexs grieranccs are also manifold. They 
cannot often buy what they want to bny The makers and 
the dealers try to sell what they bare got, and mdividoal 
consumers* demands often go nosatufied The prices they 
pay «© loaded with payaecU to a serves n! middlctnea- 
^onopobes often grow ap and charge high puces Consumers 
haTug no money to oScr cannot get satisfactioa of their 
wants 

Kom tba soci&l standpoint the greatest drawback is the 
condict between labour and capital, cnming &£ g, reaction 
against the dominstion eecnred by tbs capitibsts The 
Bcbema of socialism is only aaeiptession of this reaction 



TeobDoIcgiaaL unemployment comes on account o! changes 
in the technique of production. The invention of a new 
machine or the improvement of an old one may throw some 
labourers out of employment. Even a new scheme of manage- 
meut may reduce the number of labourers required and 
cause unemploymeot. The eSeete of technological changes 
on employment are not however permauent. While some 
labourers ore thrown ont of employment, new lines of 
employment are created for others. 

Seasonal unemployment comes on account of olimatio 
changes or changes in fashions and tastes. An espeoially 
warm winter may reduce the demand for coal and causa 
unemployment among miners; a continued di'y weather 
may reduce the demand for umbrullas. The most important 
case of seasonal unemployment is of course found in agri* 
cnitnre. Largs nnmbers of men are required in tbs 
ploughing, sowing and harvesting seasons ; during the rest 
of the year, those agrioultuxal labourers remain unemployed- 
It is however possible to oven out the distribution of work 
in many occupations, and to provide supplemenjary 
occnpatioQ in agricultural regions. 

( Cyclical unemployment is the most obstinate problem of 
our tiroes. The volume of nnemployment varies with tho 
phases of the trade cycle, increasing when a boom is in sight 
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aod idling cieacendo wbea & depresBioxj is looming large 
It IS difficult to contTOl cscbcftl tmamplorment dniicg a 
depiessioa noUss the whole mech&oism ol public vorke, 
bank rate policp, tax adjnstmeDts etc. la brought iiito 
operation 

Some help in all these cases may be had from tncastitea 
to cause a greater mobility o{ Uboni. establisbme&t o! 
pnbliD employnaent offices, introdnchon ol flesbls wage rates 
and adoption of all possible dope (or stabilising the aggre* 
grate demand lor labour and the total coneninptiOo oxpendi* 
tue ot the commaokty. 



